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PREFACE TO SECOND EDITION 

In revising for the second edition I have not attempted to enlarge 
the scope of the book I have not, for instance, taken note of Pro¬ 
fessor K. J Arrow's book Social Choice and Individual Values^ nor 
of the discussion, mainly in the Journal of Political Economyy 
arising out of it I have elsewhere stated that I do not think that 
this subject has much relevance to classical welfare economics, as 
expounded and criticized m this book ^ Nor have I considered 
either Mr. Fleming’s^ or Mr Harsanyi's^ interesting, but not to 
my mind compelling, attempts to revive the notion that welfare is 
a sum of utilities 

The following is a brief account of the changes which have been 
made. In the first chapter the comment on Professor Pigou’s views 
about the interrelation of welfare economics and ethics has been 
slightly modified and elaborated in response to criticism from Mr. 
Hugh Dalton The second chapter has been fairly extensively 
revised in order to try to meet various criticisms, and the appendix 
on ‘revealed preference’, now Appendix II at the end of the book, 
has a comment added on later developments. I am indebted to 
Professor Georgescu-Roegen so far as some of these revisions are 
concerned A new Appendix I on the logic of strong ordering, 
written by Mr. C. B. Winsten, has been added. Chapter III has 
been only slightly revised, somewhat greater stress being placed 
on the fact that consumption determines tastes, as well as tastes 
consumption The former appendix to this chapter, on Utility and 
Demand Theory, has been suppressed as being an inadequate 
treatment of the subject (although I have not changed my views) 
Chapters IV and V are unaltered. Chapter VI, on ‘Welfare Criteria*, 
has been extensively rewritten to take account of a justified 
criticism of the previous analysis by Professor Arrow^ and other 
authors ^ But I have rejected the view put forward by Mr. Kennedy,^ 

^ I. M D Little, Social Choice and Individual Values*, J P Oct 1952 

^ M Fleming, ‘A Cardinal Concept of Welfare*, Q jf E , Aug 1952. 

^ J, C Harsanyi, 'Cardinal Welfare, Individualistic Ethics, and Interpersonal 
Comparisons of Utility/ JP E ^ Aug 195'^ 

K J Arrow, ‘Little’s Critique of Welfare Economics’, A E R y Dec. 1951 

5 e.g. R. E Baldwin, ‘A Companson of Welfare Criteria’, RE S y i9S3-’4, 

No. 55. 

^ See C Kennedy, ‘The Economic Welfare Function and Dr. Little’s Criterion’, 
RE S y 1952-3, No 52 
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PREFACE TO SECOND EDITION 

to which some other authors are sympathetic, that this type 
of analysis is valueless Chapter VII is marginally altered In 
Chapter VIII the treatment of ‘external’ effects has been slightly 
elaborated, and in Chapter IX the thesis that it is enough to make 
prices proportional to marginal costs has been examined at greater 
length (and more correctly) The related appendix on Direct 
versus Indirect Taxation has been rewritten in accordance with 
the analysis in my article of that name in the Economic Journal^ 
September 1951, and becomes Appendix IV at the end of the 
book Chapter X has been shortened and a number of mistakes 
removed. Even so I cannot pretend that the treatment of this 
involved subject of Consumers’ Surplus is very satisfactory. 
Chapter XI has been fairly extensively revised, partly m the light 
of changes in the rest of the book • but the emphasis and conclu-» 
sions are hardly aflfected, except in so far as I have added a stronger 
plea for profits in the nationalized industries, A few corrections 
have been made m Chapter XII, and the treatment of ‘production 
potential’ has been amended in order to accord better with Pro¬ 
fessor Samuelson’s article ‘Evaluation of Real National Income’.^ 
In Chapter XIII some corrections have been made as a result of 
Mr Baldwin’s article cited above, and Professor H. G Johnson’s 
'Optimum Tariffs and Retaliation’ ^ Chapters XIV and XV have 
not been significantly altered, A new appendix (Appendix III) on 
‘Kinked Behaviour Lines and Boundary Optima’ has been added. 

I hope I have made some improvements, with the assistance 
of, among others, the authors here cited But these improvements 
may, broadly speaking, be said to be of a technical kind I have not 
found that I have wished to alter my views as to the nature or 
significance of welfare economics, or any part of it Finally, I am 
indebted to Mr C, B, Winsten and Mr. J Black for reading respec¬ 
tively part of and the whole of the revised text, and to my wife for 
reading the proofs But they are in no way responsible for the 
remaining errors 


Nuffield College 
April ig^6 
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PREFACE TO FIRST EDITION 


Many Oxford economists and philosophers have, consciously or 
unconsciously, contributed to this book Among philosophers I am 
particularly indebted to Professor Gilbert Ryle, without whose 
kindness and encouragement I might not have persevered. Among 
economists I must thank Professor D. G. Champernowne, Mr. 
G. D N. Worswick, Mr. T, Wilson, and Mr. P W S Andrews 
for reading some or all of an earlier draft, and for making various 
helpful criticisms. I am also specially indebted to Mr. C A. R. 
Crosland, at whose insistence many improvements of style and 
exposition have been made. 

Some of the arguments of this book have been presented in 
articles in Econmica, Oxford Economic Papers, and the Remev} of 
Economic Studies, The articles are not reproduced, but I am 
grateful to the editors of these journals for permission to use again 
some of the arguments and passages contained therein Acknow¬ 
ledgements are also due to the Harvard University Press, the 
Princeton University Press, Macmillan & Co Ltd, the Blakiston 
Co., Rinehart and Co Inc, and Allen & Unwin Ltd., for permission 
to print passages from books published by them Finally, it will 
be clear to most readers that considerable theoretical economy has 
been made possible by the work of Professor P A. Samuelson, 
from whose published writings I have borrowed a great deal 


All Souls College 
August ig4g 
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INTRODUCTION 


‘Statesmen despise publicists, painters despise art critics, and 
physiologists, physicists, or mathematicians have usually similar 
feelings; there is no scorn more profound, or on the whole more 
justifiable, than that of the men who make for the men who ex¬ 
plain. Exposition, criticism, appreciation is work for second-rate 
minds. 

The men whom some economists thus tend to despise they call 
‘methodologists'. Perhaps they should be despised What is the 
use of the man who studies scientific method ? He may explain to 
students how scientists reached their new theories, but this is un¬ 
likely to help the students reach new theories of their own. He 
may try to generalize, and lay down canons of inquiry But there 
IS no technique for forming good hypotheses which can be taught. 
Discussions of scientific method are often trite, and seldom helpful. 

This book IS not about methodology Economists have used no 
methods of scientific research in arriving at their conclusions about 
economic welfare, and since there are no methods of scientific 
research involved there can be no methodology. I shall be, on the 
other hand, concerned with the exposition, the criticism, and the 
appreciation of the theory of economic welfare. 

First there is exposition. Here I do not seek to be completely 
comprehensive, but only to give an account of the mam body of 
welfare economics. Again, I do not attempt to deduce any new 
theorems, because the task I set myself is primarily that of the 
criticism and appreciation of such theory as we already have; and 
for this purpose there is no need to pursue the theory into every 
nook and cranny, although I do aim to explore all the important 
ones Moreover, I believe that any further extension of welfare 
theory is unlikely to be at all valuable, except as a mathematical 
exercise. There is also no attempt to be fashionable, and make the 
theory dynamic I do not, for instance, explore the possibilities of 
making welfare a function of the rate of change of living standards, 
nor do I bring risk or expectations into the formal theory, except 
in a very trivial and unrealistic way My excuse is that any such 
considerations, though, in principle, they ought to make the theory 
more realistic, would, m practice, only mean that we could reach 
* G H. Hardy, A Mathematician*i Apology, p i 
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no specific conclusions, because we would then be dealing for¬ 
mally with factors which are not, in practice, nor even perhaps in 
principle, measurable. I only introduce dynamic considerations 
m a non-formal manner as affecting the realism of static welfare 
theory, which, it seems, must remain static if it is going to be 
possible to formulate any definite theorems It seems better to 
reach conclusions, and criticize them in the light of dynamic 
considerations, rather than to produce a dynamic theory without 
any real content.* 

But exposition is only ancillary to criticism and appreciation. 
In contrast to the undoubted validity of the formal deductions, 
what are called the ‘foundations^ of the theory have always been 
shrouded in darkness. What are the foundations of a theory ? The 
answer is, those postulates from which the theorems are deduced. 
But how could they be shrouded in darkness^ Surely, it may be 
objected, one cannot make valid deductions from vague or am¬ 
biguous premises But this is not true The validity of the deduc¬ 
tions IS a matter of formal logic. Whether or not the premises and 
conclusions are clear and unambiguous depends on the interpreta¬ 
tion of the formal system. 

One can, if one chooses, set up a logical system, using only 
Symbols, and without ever interpreting the symbols—that is, 
without giving the system any real meaning This has not, of 
Course, been done for welfare economics The logic has always 
been expressed in words. The resultant propositions constitute an 
interpretation of the system Utilitarian economics, or the hedonistic 
calculus, was one such interpretation. It was a clear interpretation, 
because we all know what words like ‘satisfaction’ and ‘happi¬ 
ness mean; unfortunately, as we shall show, it was not altogether 
plausible. But more recently the word ‘welfare’ has been em¬ 
ployed It IS by no means clear what this word means It is, to put 
It differently, not clear what welfare economics is about 

In spite of this lack of clarity, the theory has certainly influenced 
the opinions of many people. It obviously could not have had any 
such influence, if its conclusions had been meaningless, or merely 


Bconomtcs 

conclusiDii^j wK ft y^amize the theory But he oaly succeeds m reaching 
•The Thus he concludes 

A consideration nfd ^ of welfare economics are mainly negative 

the appl..non of tV: 
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formal and recognized as such. Its conclusions certainly have some 
real (non-formal) meaning, but no one has bothered very much to 
try to analyse this meaning, or to show what sort of a meaning it is. 

The above paragraph raises two questions. The first is, how can 
a theory be influential if no one knows what it is about ? Physics 
would hardly influence peoples’ actions or beliefs if no one knew 
what physics was about What would be the use of reaching con¬ 
clusions such as ‘the earth goes round the sun’ if one did not quite 
know what the words ‘earth’ and ‘sun’ meant ^ One enigma which 
we will try to solve in this book is precisely this—^that welfare 
conclusions are important and influential, especially among 
economists, although few economists are clear as to what the word 
means, or what the theory is about. 

The other question is, why has there been so little discussion of 
the foundations of the theory, and no discussion of the meaning 
of the word ‘welfare’, when welfare theory has existed for a 
long time ? One good answer might be that a theory can be true, 
and very useful, although people are not clear about the meaning 
of some of its concepts This is the case with physics It does not 
really matter in the least whether one believes that such words as 
* electron’ or ‘molecule’ stand for entities of a peculiar kind, or 
whether one believes that they are merely words which serve a 
useful theoretical purpose A discussion of this sort of question is 
very interesting, but academic If physicists did not tend to be¬ 
come philosophers, they could afford to be contemptuous. 

But drawing analogies between physics and other studies can 
result in harm In psychology, for instance, the physical analogy 
has proved barren. It is not useful to think of the mind as con¬ 
sisting of molecules—feelings and volitions—tugging this way and 
that, with a resultant force which realizes itself in action The 
psychology, which was apparently implied m utilitarian economics, 
was of this atomistic kind, and not very plausible To suppose that, 
because discussions of the foundations of physics are not much 
use, therefore all such discussions are valueless, may be another 
example of a fallacy engendered by drawing analogies with that 
science, and such a supposition may account for the comparative 
absence of any serious interest m the foundations of welfare 
economics. 

When the foundations of the theory are discussed in print, one 
gets the impression that the author is impatient—impatient to get 
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on with the job of reaching ambiguous conclusions A serious 
economist hardly likes to be caught at the trivial occupation of 
discussing foundations. Like G H Hardy, who excused himself 
for talking about mathematics, instead of doing mathematics, by 
saying that he was too old, so any discussion of the foundations 
of welfare economics is only an excusable occupation for old 
economists 

I have no doubt that this attitude is sensible as far as mathe¬ 
matics and physics are concerned, I also have no doubt that it is 
foolish as far as economics is concerned, because, as a result, ideas 
and opinions have almost certainly been influenced in a way which 
could not have happened if there had been more clarity about the 
nature of welfare theory The analogy with physics breaks down 
in two important ways, which should lead one to suspect that 
what holds for one may not hold for the other. First, the concepts 
of physics, about which people are not clear, do not appear in the 
conclusions The conclusions are about macroscopic or micro¬ 
scopic objects, not about electrons By contrast, m welfare eco¬ 
nomics, the conclusions are about welfare Secondly, physicists* 
conclusions are verified or falsified; ours are not 

My third task is appreciation Having put the theory on what I 
believe to be a clear, and widely acceptable, basis, the question 
whether it is of any use must be asked In view of the practical im¬ 
possibility of testing Its conclusions, this is a very difficult question 
to answer, but I do suggest that the reality of the theory has been 
badly overestimated by some economists On this question of 
realism, economists seem to tend to extremes. Some display the 
greatest contempt for welfare theory. Others put their faith in it 
to an astonishing degree, and even build their politics upon it. 
But I know of no serious attempt to test its realism, perhaps be¬ 
cause there are no obvious tests, and because it is rather difficult 
to test a theory if one does not quite know what it is about Another 
reason for the lack even of much discussion of its realism may he 
m Its connexion with ethics. As a result of this connexion, it is a 
subject which arouses peoples* emotions The result seems to be 
a lack of balance, the conclusions of the theory being either 
passionately attacked or passionately defended. I endeavour, as I 
go along, to form some judgement about the realism of the theory 
Unfortunately, I see no possible way of proving to anyone that 
my own judgement is balanced, or unbiased. Once again, that 
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would require empirical tests of its conclusions, which are not 
practicable. 

Thus, appreciation of the theory—deciding on its worth—is 
largely a question of its realism. But in a rather different sense of 
‘appreciate’, one cannot appreciate the importance of the theory 
without discussing the claims which have been put forward for it, 
these claims give one a clue as to what kind of an influence, and 
how much influence, it may have had, and might have in the future. 
So we are led into a brief political discussion. 

I do not suggest that the theory has had, or is likely to have, 
much direct influence on political events, or economic policy. 
But in arguing, as I shall do, that it should have little or no in¬ 
fluence, I do not believe that I am shadow-boxing, because the 
theory might well have a considerable indirect influence, by mould¬ 
ing the opinions of undergraduates, and, more important, as a 
result of some of its conclusions passing into ordinary language 
and being taken for granted as though they were the most obvious 
scientific truths. ‘Practical men, who believe themselves to be quite 
exempt from any intellectual influences, are usually the slaves of 
some defunct economist. Madmen in authority, who hear voices 
in the air, are distilling their frenzy from some academic scribbler 
of a few years back . soon or late, it is ideas, not vested interests, 
which are dangerous for good or evil 

' J M Keynes, The General Theory of Employment, Interest and Money, 
PP 383-4. 



CHAPTER I 

UTILITARIAN ECONOMICS 

If a person says that he undertakes to look after the welfare of a 
child, then he takes it upon himself to be concerned with every¬ 
thing which may affect the well-being of the child We are in this 
book interested m economic welfare There is no part of well-being 
called ‘economic well-being', The woid ‘economic* qualifies not 
well-being, but the causes of well-being or changes in it If I am 
interested only in someone’s economic welfare, then I interest my¬ 
self only in the economic things which may affect his well-being 
But what does ‘well-being* mean? For the moment it will be 
assumed that one can substitute the word ‘happiness* for the word 
‘well-being* The correctness of this substitution will not be fully 
discussed until Chapter V is reached. Here we will only say that it 
IS in accordance with the usages of utilitarian economics and that, 
even if there is more to well-being than just happiness, it is at 
least true that a change in a person*s happiness normally plays a 
large part in determining whether one would say that his well¬ 
being had changed Thus the sentence T am interested in the 
economic welfare of Smith* is to be translated as T am interested 
in the economic causes of (changes in) Smith*s happiness* 

It must also be decided which causes are economic, and which 
are not. The convention adopted about the use of the word ‘eco¬ 
nomic* IS not merely a matter of convenience In this book the 
economic causes of changes in the happiness of an individual are 
taken to be those things and services which the individual con¬ 
sumes or enjoys, and which could be exchanged for money, 
together with the amount and kind of work which the individual 
does Similarly, the economic welfare of the community is, by 
definition, only affected by changes in the amount of things and 
services consumed, which could be exchanged for money, and the 
work done by each individual Everything else, including the 
methods by which the distribution of such ‘goods* is determined, 
is excluded by the definition of ‘economic’ But this limitation of 
the word ‘economic*, although convenient, may be misleading if 
people ordinarily use it m a wider or a narrower sense The 
importance of the definition used will be discussed m Chapter V, 
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We have used the phrases *the welfare of the community^ and 
‘the well-being of an individual*. Now everyone knows what 
‘happiness’ means with reference to an individual, and most 
people have a pretty good idea what sort of change may affect the 
happiness of a person. But when we come to ‘the welfare of the 
community’ there are great difficulties If a person says he is 
interested in the economic welfare of society, we may make a 
similar translation as in the case of an individual, and say ‘he is 
interested in the economic causes of the happiness of the com¬ 
munity’, but that unfortunately does not make it any clearer. Is 
there really something called ‘the happiness of the community’ 
which he is interested in, or is he just trying to create a good 
impression ^ Again if a politician stands up and says ‘This change 
which I am proposing will increase social welfare’, is he really 
predicting that something will grow larger, or is he just recom¬ 
mending the change without saying anything about what the 
results of it would be? In brief, is his statement descriptive or 
prescriptive, or both ? 

A very important answer to the kind of question raised above 
was given by Bentham. The phrase ‘the happiness of society’ was 
equivalent to ‘the sum total of the happiness of all the individuals 
m society’ Moreover, Bentham laid it down that the guiding prin¬ 
ciple of right action was ‘the greatest happiness principle’. Utility 
was a power in objects which would normally create satisfaction, 
and a man’s happiness was the sum total of his satisfactions There¬ 
fore the best principle was also that of the maximization of utility. 
The question whether one ought to maximize utility was a silly 
question It was like asking ‘Ought one to do what one ought to do’ ? 
To say that an action was the right action in certain circumstances 
was simply to say that it was the action which, in those circum¬ 
stances, maximized utility. Again, Bentham held that to say that the 
‘welfare of the people’ was one’s guiding principle was just another 
way of saying that one accepted the greatest happiness principle 

Therefore Bentham would have had no difficulty in under¬ 
standing the politician who said ‘This change which I am pro¬ 
posing will increase social welfare’. He would have understood 
that the change would increase utility, and happiness, and that 
therefore it followed logically that it was a good change He would 
probably have said that it was one and the same thing to predict 
an increase in happiness as a result of a change, and to say that the 
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change was good. The politician's statement is, on this view, both 
scientific and ethical. Utilitarianism is a scientific ethic It follows 
from, these principles that welfare economics is a branch of ethics. 
If one maximizes those satisfactions which are the effects of 
economic causes, then one is maximizing, literally, a part of happi¬ 
ness. So long as this process does not involve making any other 
part of happiness smaller, then it follows that in striving to maxi¬ 
mize economic welfare one is doing one^s duty. 

The 'maximum happiness principle^ invited the application of 
the differential calculus to the problems of ethical economics, and 
the development of welfare theory has very largely been the result 
of applying mathematics to the quantitative ethical concepts which 
lay ready as a result of Bentham’s philosophy.^ An ethical problem 
was just another maximum problem, the kind of problem with 
which applied mathematicians were wont to deal Edgeworth, in 
particular, was greatly excited by the possibilities of the science 
which promised to emerge from this union. To quote 

'M6canique sociale* may one day take her place along with 'mecanique 
celeste* throned each upon the double-sided height of one maximum 
principle, the supreme pinnacle of moral as of physical science As the 
movements of each particle, constrained or loose, in a material cosmos 
are continually subordinated to one maximum sum total of accumulated 
energy, so the movements of each soul, whether selfishly isolated or 
linked sympathetically, may continually be realising the maximum 
energy of pleasure, the divine love of the universe.^ 


Utilitarianism, as a theory of ethics, was, however, generally 
thought to be inadequate or false by the time that welfare econo¬ 
mics, based on utility theory, received its most exhaustive and 
complete treatment in Professor Pigou^s book The Economics of 
Welfare, which was published in 1930, almost 150 years after 
Bentham first enunciated his famous principle Professor Pigou 
himself does not appear to have accepted ethical utilitarianism, but, 
nevertheless, took over the whole Benthamite doctrine that the 
welfare of society was the sum total of the welfares of individuals, 
and that the welfare of an individual was the sum total of the 
satisfactions he experienced 3 Economic welfare was said to be a 


* The strictly meaningless formula ‘the greatest happiness of the greatest 

to stalesTfTndivtduks' 

minds, but might include psychic returns’ other than satisfactions Economic 
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part of total welfare, to wit that part which ‘can be brought 
directly or indirectly into relation with the measuring rod of 
moneyThus Professor Pigou believed that he was discussing 
the causes of changes in the welfare of society in much the same 
way as one might discuss the reasons why the level of a river or a 
pond might change, and in what ways one could influence the 
level* Economic welfare was like a fluid or a gas which, although 
perhaps difficult to measure, was in principle measurable, so that 
changes in the amount of it could be experienced and described, 
and the causes of such changes discovered. Professor Pigou did not 
believe, like Bentham, that it followed from the very concept of 
welfare that it ought to be maximized. This was because, following 
G. E. Moore, he considered that ^good’ and * welfare’ were un¬ 
analysable. Nevertheless, he was prepared to affirm that an increase 
in total welfare was an increase in total goodness. An increase m 
the satisfaction derived from goods and services (economic welfare) 
was held to result in an increase in total welfare if no non-economic 
harm resulted. It is therefore evident that satisfaction was held to 
be good This was, apparently, a moral intuition Thus the science 
of welfare economics was a science because it dealt with measur¬ 
able quantities, i e satisfactions, it was the science of welfare 
because satisfactions were seen to be good. 

The resultant position is not practically different from that of 
the ethical utilitarians The latter reached it by a supposed analysis 
of goodness, Professor Pigou by just knowing what was good. 
Thus The Economics of Welfare purported to be an objective study 
of the causes of satisfaction, but it was also regarded by its author 
as an ethical study, although the transition from the one to the 
other was not, and could not be, analysed. We shall later try to 
show that The Economics of Welfare cannot be regarded as a purely 
objective study of the causes of welfare, as has sometimes been 
maintained. We shall also argue that it is indeed an ethical study; 
but that this follows from the nature of the terminology used, and 
requires no special moral insight We will, however, leave this 
question for the present, and give an outline of the utility theory of 
welfare economics, as developed by Professor Pigou and his pre¬ 
decessors, and of the later developments m utility theory which 

welfare, however, consisted only of satisfactions (cf Wealth and Welfare, pp 3 
and 4), Thus, in, some places at least, Pigou seemed to believe that ‘economic’ 
could qualify ^satisfactions', * Economics of Welfare, 4th ed , p. ii 
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have been widely accepted as a result of certain criticisms of the 
Benthamite concepts 

An essential feature of the Pigovian type of welfare economics is 
the assumption that each individual tries to maximize his own 
satisfaction. One could never say with much confidence that any 
change would increase the sum total of satisfaction if individuals 
were liable to let one down by suddenly trying to make themselves 
miserable This assumption fitted in very well with the Marshal- 
ban theory of consumers* demand. It was thought that little could 
be said about the behaviour of prices if demand was not deter¬ 
mined by the behaviour of rational individuals, and a rational man, 

1 e the ‘economic man*, was one who tried to maximize his satis¬ 
faction On this assumption the individual spends his money in 
such a way that the marginal unit of money is expected to yield the 
same amount of satisfaction on whatever it is spent From this, it 
can be deduced that he makes the marginal utilities of every pair 
of things he consumes proportional to their prices. Then, given 
the prices of everything, and given the principle of diminishing 
marginal utility, the way in which each individual spends his 
money is determined. Thus the theory of value, or price, and the 
theory of economic welfare were hand in glove, both being based 
on the utility theory of consumers* behaviour That each individual 
behaves in such a way as to maximize his utility was a necessary 
condition of achieving the maximum total utility which could be 
obtained from a given set of factors of production 
Certain other necessary conditions could be deduced about the 
way in which factors of production must be employed, and the 
way in which the resultant products must be distributed if maxi¬ 
mum satisfaction was to be achieved. Exactly what those condi¬ 
tions are, and how they may be proved, will not be stated until we 
reach Chapter VIII These conditions will be known as the 
'optimum* conditions of production and exchange They will be 
referred to, but must for the present be taken on trust. (The word 
‘optimum’ IS enclosed in inverted commas, because I do not wish 
to beg any question as to whether they are, in fact, the best con¬ 
ditions, or even whether they are good in any sense ) 

There is a final necessary condition for achieving the maximum 
possible happiness, which is that the marginal unit of money must 
yield the same amount of satisfaction to everyone. If this condition 
is not fulfilled, then happiness can be increased by taking money 
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income away from one man and giving it to another If we assume 
a law of diminishing marginal utility of income, this implies that 
an equalitanan distribution of income will yield the most satisfac¬ 
tion. But there is a trap here Do we mean to assume that the 
marginal utility of money decreases as money income increases, or 
as real income increases ? 

Marshall seems to have arrived at the law by observing a dimi¬ 
nishing marginal utility of money, as money income increases, for 
a given individual, assuming constant prices. The next step is to 
assume that everyone has the same tastes, and the same capacity 
for satisfaction, and is faced with the same set of prices, whence 
one may pass to the law of diminishing marginal utility of money 
income with constant prices, to whomsoever that income accrues. 
In other words, an extra pound will always yield less satisfaction 
to a man with more money than it will to one with less money 
Since at any one moment prices are constant, it follows that at 
every moment an equal distribution of money income will yield 
the greatest sum total of satisfaction 

But this is not very plausible. We judge people's tastes by what 
they buy, and it is not the case that everyone with the same money 
income buys the same collection of things. To assume an equal 
capacity for satisfaction would not be enough, even if it were true. 
Two people with equal money incomes cannot derive equal satis¬ 
faction both before and after a change which increases the prices 
of everything which the one buys and the other does not buy 
Thus it appears that we may sometimes want to say that Smith 
would derive more satisfaction from an extra pound than Jones 
would, although Smith has more money than Jones 

We will deal with the above problem at greater length later, but 
here it must be said that Marshall's interpretation of the law of 
diminishing marginal utility of income is different from that of 
Bentham who first proposed the law Bentham, and apparently 
Professor Pigou, thought that diminishing utility applied in some 
sense to real income. This raises the question of how one is to 
compare the real incomes of different people The real income of 
a person consists of a heterogeneous bundle of goods and services. 
There is normally no clear sense in which one such bundle can be 
said to be larger than another In order to compare two different 
collections of goods we have to weight, or value, the different items. 
If the relative values of different goods are taken to be the same as 
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their relative prices, then the total value of each collection of goods 
will be equal to, or a given proportion of, the amount of money 
required to buy it. Therefore, in trying to compare two different 
men’s real income in this way, we would, in fact, only be comparing 
their money income (given that savings is included as a good) 
Thus it would appear that the law of the diminishing marginal 
utility of income cannot refer to real income unless some inde* 
pendent test of relative real income is laid down. 

But It has already been seen that it is not very plausible to say 
that the law refers to money income How, then, can it be inter¬ 
preted? The answer is, I think, that it must be supposed to refer 
to real income, but since no test of relative real income was laid 
down by the utilitarians, we must interpret the so-called law as a 
tautology, i e a higher marginal utility of money is to be taken as 
a sufficient criterion of a lower real income Thus, when Professor 
Pigou writes ‘Nevertheless it is evident that any transference of 
income from a relatively rich man to a relatively poor man of 
similar temperament, since it enables more intense wants to be 
satisfied at the expense of less intense wants, must increase the 
aggregate sum of satisfaction’,^ it must be supposed that it is 
observed that the transference of money income (and therefore 
real income) from Smith to Jones results in the satisfaction of 
more intense wants, and therefore it is said that Smith is really 
richer (has a higher real income) than Jones ^ 

Therefore, on the utilitarian view, if the marginal utility of money 
income is equal for everyone, then satisfaction is maximized, and, 
by definftion, everyone is economically equal; and, by definition, 
one man is really richer than another when the marginal utility of 
money is for him lower than for the other. There does not seem 
to be any other possible interpretation of the doctrine, which is 

* THb Economics of Welfare^ 4th ed , p 89. 

^ The phrase 'real income* is ambiguous The sense of the word ‘real" m the 
phrase diifers according to the context jn which it 33 used. If one says ‘the real 
income of the community is the flow of goods and services produced’, the force 
of the word ‘real’ lies in its reference to things useful for their own sake (as 
opposed to money) If, on the other hand, knowing that a man’s money income 
has increased, one asks whether his real income has increased, then one is asking, 
in effect, whether he is better off The force of the word ‘real’ here lies m its 
contrast with ‘apparent’ The man is apparently better off, for he has more 
money-—but is he really better off? When one makes real income comparisons 
(whether interpersonal or not) this latter sense of the word real is, I thmk, often 
the operative one Thus the sentence ‘A’s real income is higher than B’s’ is, I 
thmk, almost equivalent to *A is really nchcr than B* 
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consistent with the fact that different people do have 

tastes and capacities for satisfaction It may be objecte 

obvious utilitarian definition of economic equality is 

are economically equal when they derive the same total satisSctlUit-^ 

from economic things. But, if this is the definition, it does not 

follow that equality produces maximum happiness, which is a 

central tenet of radical utilitarianism. 

Let us now go back to the ^optimum’ conditions of production 
and exchange. If these conditions were not realized, it followed 
that more satisfaction could be produced so long as putting these 
‘optimum' conditions into operation did not change the distribu¬ 
tion of the goods so much m favour of the rich (as defined above) 
that any increase in satisfaction which would otherwise have 
resulted would be wiped oqt The mam business of welfare theory 
was to work out these ‘optimum conditions', but it can be seen 
that any conclusion reached always had to be qualified by a 
reference to distribution But no means of telling whether income 
distribution had shifted away from or towards those with higher 
marginal utilities of money was given. The best that could be done 
was to take money income as a guide, and use some more or less 
arbitrary measure of inequality of money incomes 

The general conclusions of utilitarian welfare theory were there¬ 
fore inevitably tentative It could never be definitely said that 
putting the ‘optimum' conditions into operation would increase 
the welfare of the community Perhaps this was not always suffi 
ciently stressed. 

This completes our statement of the basic principles of utili¬ 
tarian economics We must now consider the mam obj ections which 
have been brought against such a theory First, it is said that 
satisfactions cannot be added. Therefore it is meaningless to speak 
of the happiness of the community as the sum total of the happi¬ 
nesses of individuals, and the happiness of individuals as the sum 
total of their satisfactions. The result of this criticism has been the 
general acceptance of a theory based on the view that only the 
ordinal number system, and not the cardinal number system, may 
be applied to satisfactions. In other words, one can say when one 
has more or less satisfaction, but one cannot say how much one 
has The resulting theory will be discussed in Chapter II, together 
with the question whether a cardinal or an ordinal utility system 
best explains the economic behaviour of individuals. 
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Secondly, it has been held that the satisfactions and happiness of 
different people cannot be compared m an objective scientific way, 
and that any such comparison is a value, or an ethical judgement, 
and not an ordinary empirical judgement about a matter of fact. 
This criticism, together with a further discussion of the meaning 
of real income distribution and economic equality, will be dealt 
within Chapter IV. 

The third criticism, which arises out of the second, is that 
welfare economics is inevitably a normative study, because no 
change could be made without harming someone, and since (it 
has been said) interpersonal comparisons of satisfaction are value 
judgements, and essential to judgements about the welfare of 
society, welfare economics is unavoidably ethical This criticism 
raises the whole question of the relation of ethics and economics, 
which will be discussed in Chapter V. Thereafter we will be mostly 
concerned with the so-called new welfare economics, which has 
been developed as a result of these criticisms of utilitarian welfare 
economics. 



CHAPTER II 


THE ANALYSIS OF 
CONSUMERS’ BEHAVIOUR^ 

As a result of abandoning the idea that satisfactions can be added, 
the ‘indifference-curve’ analysis of the rational consumer’s be¬ 
haviour has laigely taken the place of the Marshallian type of 
analysis The assumption that the individual tries to maximize his 
satisfaction is retained But ‘maximizing satisfaction’ no longer 
means ‘achieving the largest sum total of satisfaction’ but rather 
‘reaching the highest level of satisfaction’. Satisfaction is like a 
hill, one can say that one is higher up, or lower down, or at the 
same height. Like a hill, contour lines can be drawn which mark 
the same height, but, unlike an ordinary hill, these contour lines 
are not marked m feet, or units of satisfaction They are simply 
given ordinal numbers, first, second, third contours, and so on 
Since there is no question of adding up these numbers, for one 
cannot add ordinals, it does not matter whether they are labelled 
one, two, three—or one, seven, ten They could equally well be 
labelled nine, twenty, thiity. All that matteis is the order A higher 
contour, representing greater satisfaction, must have a higher 
number than a lower contour That is all 

Let us now imagine a world in which there aie only two goods, 
X and F, and take some one consumer As far as economic things 
are concerned his satisfaction as a consumer now only depends on 
the amounts of X and Y he can consume The next step is to draw 
the contour lines on a graph, the two co-ordinates of which repre¬ 
sent amounts of X and Y, Any two points on one such contour line 
thus represent collections of goods which aie equally satisfactory 
to the consumer In order to draw a contour line, take a given 
collection of goods, repiesented by a point A on the graph, and 
then discover, by asking the consumer, all the other collections of 
X and Y such that he says he is indifferent between each of these 
collections B, C, D, &c., and collection A It is then assumed that 

* Much of the argument of this chapter is contained in my article ‘A Re¬ 
formulation of the Theory of Consumers* Behaviour’, NS., no i, 

Jan 1949 I am indebted to Mr J Durbin of Cambridge for pomtmg out some 
mistakes m the article. 
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he IS indifferent between B and C, C and D, and so on. In other 
words, it IS assumed that indifference is a transitive relation. This 
means that if a person is indifferent between A and B, and between 
B and C, then he must be indifferent between A and C, The 
contpur line, which is usually called an indifference curve, is thus 
determined ^ 

Now give the consumer a little more F, This brings him to a 
new point Z, which, let us say, represents and SY w^hereas A 
represented jX and jY Z must be preferred to A, But, one may 
ask, is it not possible that yX and yY should give a man more 
satisfaction than yX and SF? The answer is ‘No^ because X and 
F are goods. By definition, a larger collection of goods gives more 
satisfaction than a smaller collection, and, again by definition, a 
collection of heterogeneous goods is larger than another collection 
if there is more of one kind of good, and no less of any kind. This 
means that if a man likes 7 apples better than 8 apples then for him 
an apple cannot be called a good. The abstract concept 'good’ can 
only be applied to things in the real world if it is true that more 
things give more satisfaction than fewer things 

Starting from the new point Z we then go through exactly the 
same procedure as before, and draw a second indifference curve 
through this point. This new indifference curve cannot cut the 
old one. Why ? 

In Fig. I it has been drawn so as to cut it at a point B, Our 
consumer is now indifferent between Z and B, and between B 
and A, But indifference was defined as a transitive relation. There¬ 
fore he IS indifferent between Z and A^ but again by definition Z 
is preferred to (causes more satisfaction than) A Our system is 
evidently contradictory, and therefore indifference curves must 
not cut But suppose we find, when they are drawn up for some 

* This account of how an indifference curve is to be determined follows the 
usual textbook exposition A dear statement of the orthodox view is given by 
R G D. Allen, Mathematical Analysts for Economists^ p 124, where he states 
The basic assumption now is that the consumer distributes his expenditure on 
the two goods according to a dehnite “scale of preferences” His “tastes” on 
this assumption are such that he can arrange all possible purchases of the goods 
in ascending order of preference and, given any two alternative sets of purchases, 
he can either tell which purchases are preferable or say they are indifferent to 
him In this context ‘preferable’ and ^indifferent’ cannot be supposed to be 
meant as umnterpreted symbols, and ‘preferable’ can thus only mean ‘more 
satisfactory’, and ‘indifferent’ mean ‘equally satisfactory’ For this reason I have 
used the word ‘satisfaction’ more freely than most authors care to do in this 
context. 
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individual, that they do cut. What are we to say about a consumer 
who insists on being illogical? The answer is simply that we say 
he is illogical, which means nothing more than that our system of 
logic does not apply to him. It does not mean that he is irrational, 
or silly or mad There are, as we shall see later, plenty of reasons 
why our system should not apply, which do not imply that we are 
dealing with a lunatic 


FIG, I 



Let us now assume that we have succeeded in drawing up a set 
of non-intersecting indifference curves, that is a satisfaction map, 
and remember that we assume that the individual always behaves 
so as to maximize his satisfaction. The object of the map is to 
demonstrate what quantities of X and Y our consumer will pur¬ 
chase if we give him a certain quantity of Y and then let him trade 
X for y at a given price, 

In Fig II the consumer starts off with OA of Y. The pi ice of 
X in terms of Y is OAjOB If he gives up any amount of F, say 
AF, then he can have AFx OBjOA of X. Thus the slope of the 
line AB measures the relative prices of X and F. Now, since he 
maximizes his satisfaction, he gives up F, getting X m exchange 
(1 e he travels along the line AB) until he reaches the point E 
where the line AB touches the highest possible indifference curve. 

The question arises whethejr AB may not touch this highest 
possible indifference curve at more than one point. If it does there 
IS no telling from the map which of the collections, represented by 
those points, the consumer will buy The consumer would be 
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indifferent which collection he bought But it Is inconvenient to 
have an indeterminate situation^ so let us, for the moment, assume 
that all price lines, such as ABy only touch the highest indifference 
curve at one point, Now if this is to be the case, indifference 
curves must all be convex or concave towards the origin If 
they were everywhere concave the consumer would buy all JS", or 
all Y, whatever their relative prices, and never some of each This 

FIG. II 



case can be ruled out as unrealistic. It is therefore postulated that 
the curves are everywhere convex to the origin. This is how they 
are almost always drawn 

The point B is the equilibrium point, that is the point at which 
AB touches the highest indifference curve. What can be said about 
this point ^ It IS evident that the line AB and the indifference curve 
have the same slope at B The slope of AB measures the relative 
prices of X and Y But what does the slope of the indifference 
curve measure ? It measures the rate at which X can be substituted 
for Y while remaining at the same level of satisfaction Therefore 
the condition for maximizing satisfaction is that the price-ratio of 
any two goods should be equal to the rate at which the consumer 
can substitute one for the other without gaming or losing satisfac- 

^ It IS impossible to deduce that indifference curves are anywhere convex to 
the origin merely from the definition of equilibrium A consumer is in equili¬ 
brium if he makes a free choice from among the possibilities indicated by the 
position and slope of the price line But the fact that he makes one definite 
choice from among these possibilities does not prove that there is not some other 
point on the price line which is indifferent to the chosen point 
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tion. This condition takes the place of the Marshallian condition 
that the price-ratio should be equal to the ratio of the marginal 
utilities of the two goods Also, the assumption of diminishing 
marginal utility is replaced by the assumption that we have a 
diminishing rate of substitution of Y for X if we are to remain on 
the same level of satisfaction 

We now want to ask ourselves whether this new kind of analysis 
is an important advance. To answer this we must first discuss the 
difference between a pure and an applied logical system In a pure 
system one uses certain abstract concepts, and defines them by 
means of axioms These concepts have no meaning which does not 
derive from the axioms, and from the way in which they are used 
within the system itself They have no reference to anything out¬ 
side the system Every sentence in which such words, or concepts, 
occur IS either an axiom or postulate of the system, or a deduction 
from the axioms. Such a system is applied by interpreting the con¬ 
cepts, that is by taking them to refer to, or denote, something out¬ 
side the system. For instance, pure geometry is not about space, or 
about anything at all. It is only about space when its concepts, for 
instance ^pomt^ and ‘line’, are taken to refer to real points, such as 
pm-pricks on paper, and real lines drawn on paper A logical 
system can, of course, be perfectly valid (that is, the theories follow 
from the axioms) even although it has no application to the real 
world. But It is not only whole logical systems which can be thus 
abstract Much the same can be said about words, even if they do 
not form part of a self-consistent circular logical system For 
instance, in formulating the indifference-curve analysis we used 
the word ‘good’, and stated that by definition more ‘goods’ give 
more satisfaction than fewer ‘goods’ This was not just arbitrary. 
The word has, I think, come to be used in this way in economics 
But very often it is not easy to tell whether a word used in economics 
has Its ordinary meaning, or whether, by a gradual process of 
evolution, it has come to have a definition, or a partial definition 
It IS not always very easy to tell, because definitions can arise by 
a gradual process and need not to be explicitly laid down The con¬ 
clusions of a logical system are tautologies, for they are deduced 
from explicit definitions But there are many tautologies in ordinary 
speech, although no one has laid down an explicit definition of 
the words, by virtue of which the tautological statements are 
tautologies. 
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Now the important word ‘utility* has undergone such a change 
For Bentham ‘utility’ referred to some power m objects to create 
satisfaction in people, With Marshall and Pigou it was roughly 
equivalent to ‘desiredness’ It was a relation between men and 
things, although, strictly speaking, maximization of utility could 
only mean maximization of anticipated satisfaction. But nowadays 
economists talk of cardinal and ordinal utility systems In such 
statements the word ‘utility’ does not refer to any power in objects 
or any real relation It need not refer to anything. A cardinal 
utility system is an abstract system in which ‘utilities’ are subject 
to the operations of addition and multiplication In ordinal utility 
systems these processes are excluded 

The difference between Marshall’s and the indifference-curve 
analysis of consumers’ behaviour can be described by saying that 
the former was a cardinal utility system, and the latter is an 
ordinal utility system This is a little misleading, because Marshall 
did not specifically distinguish the pure and applied system. For 
him utility was not a purely abstract concept But it would, of 
course, be easy to pretend that the Marshallian analysis was pure 
or unmterpreted, in which case ‘utility’ would cease to refer to 
some relation between consumers and objects of consumption, and 
would become an abstract concept. Now, we may ask, what would 
be the interpretation of ‘utilit/ if we sought to reapply the pure 
Marshallian analysis ? The answer is that ‘utility’ must be taken to 
refer to satisfaction, or anticipated satisfaction We thus see how 
the word ‘utility’ has changed its meaning To put it metaphorically, 
utility was once thought of as a kind of reflection of satisfaction in 
the external world, a power in objects to cause satisfaction, but 
later it came to be thought of as a kind of reflection of satisfactions 
m logic 

Now m my exposition of the mdifference-curve analysis I never 
mentioned the word ‘utility’ I ^poke of satisfactions But if one 
substitutes the word ‘utility’ for the word ‘satisfactions’ one leaves 
open the question whether the system can be interpreted in terms 
of satisfaction, or not Strictly one ought also to regard all the 
concepts used as abstract or unmterpreted ‘The consumer’ should 
not be taken to refer to any consumer. One must not beg the 
question whether the system can reasonably be held to have any¬ 
thing to do with real consumers and real satisfactions at all 

After this digression into logic we can now state quite shortly 
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the advance which the mdiffeience-curve analysis might be sup¬ 
posed to have made. The pure Marshallian type of system subjects 
‘utilities^ to the process of addition. But it is now widely thought 
that It makes nonsense to speak of adding satisfactions If this is 
soj the postulate 'the individual maximizes the sum total of utility' 
cannot be interpreted as 'the individual maximizes the sum total 
of his satisfactions', worse still, how can the law of diminishing 
marginal utility be interpreted? The indifference-curve analysis 
is, however, in its pure form, an ordinal utility system Since satis¬ 
factions can be arranged at least in order of magnitude, such a 
system could, it was thought, be interpreted in terms of satisfac¬ 
tion. 

This advance which the indifference-curve analysis would seem 
to have made is, however, something of an illusion. It is not true 
that It can itself be plausibly interpreted m terms of satisfaction. 
It is not denied that it makes sense to say that one satisfaction is 
greater than another. Where the chief difficulty lies is in the inter¬ 
pretation of the axiom 'the individual maximizes utility*. We will 
seek to show that this cannot reasonably be interpreted in terms of 
consumers maximizing their satisfaction. If this were the correct 
interpretation it would follow that the system could be applied only 
to consumers who did maximize, or at least tried fairly successfully 
to maximize, their satisfaction, m other words, economists could 
explain only the behaviour of satisfaction-maximizers For what 
economists have done in drawing up a set of indifference curves for 
a consumer is to draw a map of the man's preferences and indiffer¬ 
ences If the man then fails to act in accordance with his prefer¬ 
ences how can one explain his behaviour? One must wash one's 
hands of him. Even if not mad, he is at least not an example of an 
‘economic man'. So it would seem that the only people that econo¬ 
mists theorize about are satisfaction-maximizers 

In the past economists have often been attacked on the grounds 
that their theories applied only to selfish people, such attacks 
were brushed aside as absurd But they weie not absurd It was 
the economists who were wrong m suggesting that positive econo¬ 
mics had any necessary connexion with satisfactions at all. The 
usual way of answering these attacks was to say that an altruistic 
man might still be maximizing his satisfaction, because altruism is 
Itself a pleasure But this is to deny that one ever suffers, or expects 
to suffer, by helping others, which is absurd. For instance, a man 
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may support a wife who makes his life unbearable, and without 
getting any pleasure from the fact that he may be doing his duty. 
It IS not at all plausible to say that he is maximizing his satisfaction, 
and yet, as we shall see, his behaviour may be in perfect conformity 
with his having a consistent set of ‘indifference’ curves, 

Professox Stigler* has tried to get over this difficulty by saying that 
it does not matter what a man tries to maximize, so long as he 
tries to maximize something, say his weight or his misery But this 
amounts to a determination to say that whenever the economist 
can explain a man’s behaviour then that man must be maximizing 
something. It gives no indication whatever as to when the theory 
can be applied and when not. On the contrary, it uses the success¬ 
ful application of the theory as a test of when a person is maxi¬ 
mizing. Instead of saying ‘If he maximizes we will get the answers 
right’ It says ‘If we get the answers right he is maximizing’ But if 
we get the answers right, it doesn't matter whether he is maxi¬ 
mizing, minimizing, or acting from sheer caprice 
Basically, however, Professor Stigler was on the right lines. He 
saw that the important principle in utility theory, in so far as the 
theory has implications about economic behaviour, was that the 
subject should evaluate all the possibilities open to him according 
to some common measure, and select the highest valued. That this 
principle does justice to the wealth and richness of people’s motives 
is repugnant to many people's common sense ^ But even if people 
go through no such mental process, they may still behave as if they 
did In this case there is no harm (but also, as we saw in the previous 
paragraph, no advantage), so far as positive economics is concerned, 
in saying that they maximize ‘utility’, whatever that may be But 
to say this is a considerable disadvantage for welfare economics, for 
it leads inevitably to interpreting more ‘utility’ as more satisfaction, 
or happiness, in so doing the economist merely makes himself seem 
silly, for nothing is clearer than that there is far from being a perfect 
link between utility m the above sense, and satisfaction or happi¬ 
ness 

It has become cleai that we should first discover what rules of 
behaviour are implied by the ordinal utility analysis and then find 
a better interpretation of ‘more utility* than more satisfaction For 
this purpose it is necessary to interpret the system in terms of 

^ The Theory of Price^ p 64 

^ See, eg, Gcorgescu-Roegen, ^Choice, Expectations and Measurability*. 

Nov 1954. 
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choice ^ Let us remind ourselves of how, in our exposition above, 
it was proposed that the set of indifference curves should be drawn 
up. A certain collection of things was taken, and the individual was 
asked to name all other collections, such that he was indifferent 
between each of these and the original collection. Thus an in¬ 
difference curve, as the name implies, represented all collections 
between which he was indifferent 

Now the word 'indifference' seems to present an obstacle to our 
new interpretation It refers to a state of mind rather than to any 
single act of choice In saying this I am not of course maintaining 
that ihdifference is a secret sort of feeling. There is no philo¬ 
sophical barrier to using the word, and having an interpretation 
in terms of choice We can observe indifference, as someone has 
remarked ^ But if we are to produce an exact interpretation we 
need to say rather moie than this ‘Preference' is easy to define in 
terms of choice, we can translate ‘Smith prefers A to into ‘other 
things being equal, Smith chooses A rather than B\ But ‘indiffer¬ 
ence' IS harder A statistical definition has been suggested. If we 
face the individual with the same alternatives many times, and 
(approximately) half the times he takes one, and half the other, 
then we say he is indifferent This is a very unsatisfactory definition. 
It makes it difficult to distinguish indifference and inconsistency. 
It also becomes necessary to specify the number of experiments, 
and fix an arbitrary relative frequency of choices as the boundary 
of preference and indifference. It also conflicts with the ordinary 
definitions of preference in terms of a single act of choice: for if 
we must have a large number of tests to determine indifference, 
equally we must have a large number to determine preference 

But there is little need to concern ourselves with these puzzles, 
for It IS perfectly simple in principle to arrive at a set of so-called 

* It should be emphasized that the need to do this has nothing whatever to do 
with the philosophical or psychological theories of behaviouiism Gibes such as 
‘Pure behaviourism has not proved a particularly helpful method in psychology 
proper Why, at this time of day, we should go out of our way to shackle ourselves 
with Its self-frustrating inhibitions is not at all evident' (L Robbins, ‘Robertson 
on Utility and Scope’, Economica, May 1953) are entirely beside the point 
There is no doubt that formulating the theory on the basis of certain axioms about 
the consistency of behaviour has recently stimulated interest in those axioms, 
and in the question as to what makes people behave consistently or otherwise 
It IS now much easier to see in what circumstances utility theory is likely to be 
true or false and a beginning has even been made with testing it 

* V. C Walsh, ‘On Descriptions of Consumers’ Behaviour’, EcononncOf Aug 
^954 
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indifference curves by ^offering the subject only actual choices be¬ 
tween different sets of goods Let us suppose that we start with a 
given collection of things A, and then ask our consumer to say of 
every other possible collection whether he would take it rather than 
Ay or whether he would take A rather than it. It is evident that so 
long as we make him name all possible collections we would then 
have arrived at the so-called indifference curve as the boundary 
between the area representing collections rather than which A 
would be taken, and the area representing collections which would 
be taken rather than A,^ 

But what of the choices between points which actually he on the 
boundary If we offer the individual a free choice between two 
such points he will select one rather than the other. Therefore if 
we wish to say that a person is better off in A than B when he 
chooses A rather than B, and this is to mean the same as having 
more utility, we cannot call the boundary lines indifference curves. 
I have therefore proposed to rechristen them 'behaviour lines*.^ 
If we also assume that his choices between any three points are 
transitive, it follows that the boundary points must have a definite 
choice order, just as the boundary lines are themselves ordered We 
have then arrived at the simplest of choice theories—to wit, that 
all the alternatives can be arranged in order in the manner of links 
on a chain, the person selecting the 'highest’ link open to him .3 

Now transitivity of choice is the condition which determines a 
set of non-intersecting indifference curves, or behaviour lines, as 
we shall now call them. It is left to the reader to prove this for 
himself by showing that intransitivity must always occur when two 
curves cross. This condition together with invariance of choice 


ordering here outlined requires a 
different set of axioms to that normally developed for orderings which in¬ 
clude indifference See Appendix I, 

* ^A Reformulation of the Theory of Consumers* Behaviour*, CkE P Tan 
1949 > 

’ One cannot always have a utility function assigning a different number to 
th™ to betnt°rh"“" space-for there are not alLys enough numb^L if 
Z boundary curves, 1 e behaviour 

pomron them wem "h curves), in spite of the fact Lt Z 

a.t r hi 7 J suffice for a utility function 

disadvantage that the relation ‘chosen rather than’ is not then a 
efficient condition for more utility' which is usually identified with 'better off’ 

ZVlZZlr T “ necessar j be d scribed 

by a utility function! but, on the other hand, see p aS, note i 



the analysis of consumers* behaviour as 
between every pair of alternatives is what we shall m general mean 
by consistency of choice 

As we shall see, consistency alone is not sufficient to determine 
the conventional sets of curves, which have other properties be¬ 
sides not crossing Let us, however, ignore this for the moment, 
in order to investigate the meaning which now attaches to our 
maximization postulate. Suppose, then, that we have a set of non- 
crossing curves, as in Fig II, As before, all points on or below the 
line AB are possibilities for our subject In oider that he should 
select the point £*, it is clear that one must m abstract terms have 
a maximizing postulate. He must seek to reach the highest curve 
possible But what interpretation should now be put upon this 
postulate? The area above any curve represents points which the 
man said he would take rather than any given point on the curve. 
If, for instance, the lower of the two curves had been drawn by 
asking the man to name every set of goods he would choose rather 
than F, and vice versa, then E would be among the points he said 
he would choose rather than F. This is also true of any point which 
IS not a point of tangency of AB and one of the curves If he fails, 
so to speak, to use above any given curve when he can, he is failing 
to do something he said he would do. Thus the interpretation of the 
postulate that ‘utility is maximized^ is simply that the man must 
behave in the way in which he said he would behave Roughly speakingy 
maximizing utility means telling the truth —or, less paradoxicallyy 
being able coirectly to predict one's own behaviour 

Let us now retuin to the already mentioned fact that consistency 
alone is not sufficient to determine the conventional set of curves, 
which, apart from not crossing, are also smooth, convex, and never 
touch each other 

If a behaviour line is not smooth, i e has a kink in it as in Fig. Ill, 
It IS evident that a number of different price-income, or budget, 
lines^ can touch^ it at the same point If the ‘optimum* conditions 
are to be deduced as necessary conditions for an ‘optimum’, then 
this case must be ruled out On the other hand, if kinked curves are 
permitted (and it is plausible to argue that such will be a common 

* If we assume that all prices, except that of x, arc constant, then we can put 
money income instead of y on the vertical axis The lipe AB then depicts the 
position of a consumer with a given income faced with a given price of x Lines 
such as AB will be called ‘budget lines’ 

* ‘Support’ IS the correct technical word, ‘touch’ strictly referring to a condi¬ 
tion of tangency 
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case)/ many of the theorems of welfare economics still stand in 
a slightly modified form. In the text of the book we deal with the 
conventional statement of these ^optimum^ conditions, and for this 
purpose we assume that each set of goods would be chosen, in one 
and only one price-income situation, which rules out the possibility 
of kinked curves. The modifications required if this assumption is 
not made are dealt with in Appendix III 

FIG. Ill 



The curves might also be concave in places as m Fig IV 
In this case there is no telling from the diagiam M^hich of the 
two points El and would be chosen The significance of con¬ 
cavity is that no point within the area bounded by the concave 
part of the curve, and the pnce-mcome line (the shaded area in 
the diagram), would ever be chosen in any price-income situation 
for inspection shows that in whatever direction a price line is 
drawn, it will always touch a higher curve outside such an area 
than It will m it For the purposes of welfare economics there is no 
reason why one should not suppose that the curves arc concave 
m places, so that certain combinations of goods are, as it were, 
taboo—and would never be chosen in any conceivable price-income 
situation, If, for other purposes, it were required to rule out this 
case, then the assumption that every possible set of goods would 
be chosen in some or other price-income situation does the trick 
While, however, some concavity in the preference field is permitted, 
* See Georgescu-Roegen, QJE^ Nov, 1954. 
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the case of lines sloping upwards m a north-easterly direction is 
ruled out by the reasonably acceptable assumption that where 
there is more of each good that is preferred.^ 

Finally, consistency of choice does not prevent the curves from 
merging, as in Fig. V The diagram is not inconsistent with 
transitivity of choice as can be seen by considering the points Ay 
By and Cy for their positions are consistent with them being chosen 

FIG IV 



m the order ABC^ But on the ordinary indifferent curve analysis, 
this case is ruled out, for both A and B would be indifferent to C, 
and hence, since transitivity of indifference is assumed, to each 
other. But that A and B should be indifferent contradicts the axiom 
that a larger set is preferred to a smaller. 

* It should be noted that, in the case of concave curves, a budget line may 
touch both a higher and a lower behaviour line without crossing either in the 
neighbourhood of the points of contact In this case only the point of contact 
with the highest curve is assumed to be an equilibrium point—1 e consumers 
are assumed to be long-sighted enough to see and move to any peak higher 
than the one they are on 

* In the diagram, it can be supposed that either AG or BC is the behaviour 
line of C that is, the subject may have stated that all points above ACf or 
alternatively above BC^ \vould be taken rather than C —and vice versa If BC is 
the behaviour line of G, then B and C have a common behaviour line, while AC 
IS the behaviour line of Ay but not of C If is the behaviour line of C, then 
A and C have a common behaviour line while BC is the behaviour line of B, 
but not of C 
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Merging lines do not prevent one proving the ‘optimum’ con¬ 
ditions, for these depend only on the requirement that no point 
on a budget line can be an equilibrium point if it crosses the 
behaviour line of that point But they prevent one defining a 
transitive relation ‘equally well off’, which is required in welfare 
economics. Thus Fig V is inconsistent with our defining a 
consumer as ‘equally well off^ if on the same behaviour line ^for 

FIG V 



he would then be equally well off at A and B We must therefoie 
assume that behaviour lines do not merge ^ 

We may now bring together the assumptions we require for the 
purposes of welfare economics Apart from the requirements of 
the above paragraph, they are (i) that largei collections of goods 
should be chosen rather than smaller ones, (a) that if a person 
once chooses one collection rather than another, he always does so, 
(3) that his choices should be transitive, and (4) that any chosen 
collection of goods should be chosen in only one price-income 
situation—1 e any change in relative prices will always cause some 
change m what is bought. 

Given these assumptions, a consistent set of behaviour lines can 

* The required mathematical assumption is that the differential equation de¬ 
fining the set of curves should have continuous partial derivatives The meaning 
of this mathematical condition is that ‘indifference* (as defined in note 3 of 
page 24) should be transitive This might be said to be the economic inter¬ 
pretation of the required assumption—but it is not one which can be given any 
meaning m terms of actual choice (since nhat arc, ex hypothsi, limiting cases 
can never be tested) 
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be drawn up, such that if an individual reaches a point which lies 
above the curve belonging to the point from which he started, then 
he has got a collection of goods which is higher up on the order of 
his choices than the previous collection. And this will be the 
criterion (= sufficient condition) used for his being ‘better off’. 
The fulfilment of this criterion may, of course, be taken, by anyone 
who wishes to do so, to imply that the person is more satisfied. 
But It is ceitainly quite possible for someone to be ‘on a higher 
behaviour line’, and be less satisfied. In other words, it does not 
follow logically from the meaning of behaviour lines that anyone 
who can be said to be ‘on a higher behaviour line’ must also be said 
to have more satisfaction—all that follows is that he is m a chosen 
position This conclusion may not sound very novel. Indeed, many 
people have probably thought that the indifference-curve analysis 
was about choices, and not about satisfactions But so long as the 
concept ‘indifference’ was retained and not defined in terms of 
choice, a rigorous interpretation in such terms was impossible. 

The translation of utility theory into choice theory, which is what 
has been done above, has, in recent years, become rather confused 
with what is usually, and rather unfortunately, called ‘the Theory 
of Revealed Preference’ This theory shows how the consumer’s 
behaviour map can in principle be constructed from observations 
of his purchases in different price-income situations. In such a 
situation a man is said to choose the collection he buys rather than 
all the other collections which he could have bought given his 
income, and the prices. In index-number form he is said to choose 
collection a rather than any collection if 2 ^a 
this procedure the curves are constructed, with the aid of certain 
assumptions about the rules governing a man’s choices, from actual 
choices. The maximizing postulate disappears altogether, for the 
highest point a price line touches then represents the same collec¬ 
tion of goods which has already been taken before, in exactly the 
same circumstances, and it is therefore determined simply by the 
assumption of consistency of choice But in order to translate 

’ stands for the total expenditure (= income) on the collection of 

goods fl. 2 pg stands for the total sum which results from valuing any other 
collection of goods x at the prices reigning when the collection a was bought. 
Thus the condition "E PaQa ^ S Pa9x indicates that the expenditure on a 
would also have sufficed to buy any collection * for which the condition holds 
It shows, in other words, that x was a possibility when a was bought and, 
hence (by definition) that a was chosen rather than x 
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Utility theory into choice theory we are not required to limit 
ourselves to observations of people buying things in perfectly com¬ 
petitive conditions.* In principle, choices between pairs of collec¬ 
tions of goods, where the only cost of one collection is not having the 
other, may also be compared The proof that we can also arrive at 
behaviour lines, even when limiting our observations to the market, 
IS a piece of pure theoretical virtuosity which adds nothing to an 
understanding of choice theory In fact, rather more stringent 
assumptions are required m order to prove the point than are 
necessary if observations are not so limited From the point of 
view of a critique of welfare economics it would be wrong to make 
stronger assumptions than are necessary to arrive at the usual con¬ 
clusions, whose value we are seeking to assess Consequently 
further discussion of the ‘Theory of Revealed Preference’ is rele¬ 
gated to Appendix II 

Some rcadeis may feel that an interpretation of the economic 
theory of the consumer in terms of choice leaves something out. 
Surely, they will say, you have not explained behaviour if you have 
not related it to the psychological causes of that behaviour There 
IS, nearly everyone would agree, no doubt about the value of giving 
such explanations It does not follow, however, that anything worth 
while has been left out: for it is very doubtful whether old- 
fashioned utility theory was a valuable contribution towards ex¬ 
plaining why people behave as they do We have, in effect, shown 
that all the conventional theorems of economic behaviour follow 
from certain axioms of choice, such as transitivity They also follow 
from the theory that people can and do value all the possible 
collections of goods m terms of some common measure such as the 
satisfaction yielded, and that they choose what gives most satis¬ 
faction ^ The question at issue is really whether this is saying any¬ 
thing which is true and significant, and is not contained in the 
axioms of choice (which would appear as theorems in old-fashioned 
utility theory) I myself cannot see that it is As already stated on 
p. 21, it seems quite easy to produce examples where it would be a 
perversion of language to say that a man was maximizing his satis- 

* The use of a straight budget Ime implies perfect compelition between 
buyers—i e the buyer does not influence prices by varying his purchases. 

* One cannot sensibly maintain that people weigh up the different com¬ 
ponents of each set in terms of a common measure, so arriving at a value sum 
for each collection of goods, because this ignores the relations of complemen¬ 
tarity which link the goods in a collection 
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faction, and where there is nevertheless no reason to suppose that 
his behaviour was not explicable in the sense that it obeyed certain 
rules. Of course, it is always possible to say that the 'economic man* 
still behaves as if he were maximizing something or other—but 
that clearly adds nothing whatever to our understanding 
If someone is really convinced that people have preference fields 
(a 'preference field* being something which the indifference map 
was supposed to represent) in their minds, or indifference curves 
on the brain, and that a person's behaviour is determined by refer¬ 
ence to these internal maps, let him think so If he does think this, 
however, he is arguing from economics to psychology, and not 
vice versa We can, for instance, prove to him, since people do not 
make consistent choices, that these preference fields must jump 
about a lot. We infer how a person feels from the way he acts.^ 
Indeed, if this were not true, we could rule out the possibility of 
having a welfare economics right from the start. In welfare 
economics we have to infer from objective facts about consumption 
to states of mind (assuming that 'welfare* does refer to happiness, 
or anything else which could be called a state of mind) 

The exact relevance for welfare economics of the interpretation 
of the theory of consumers* behaviour which has been outlined 
above will be discussed in Chapter III. But before we leave the 
theory of consumers* behaviour, we must take notice of the fact 
that cardinal utility is not dead Some people still want to add 
utilities. It has been aigued that an ordinal utility system cannot 
formalize behaviour when uncertainty or risk enters in.^ Suppose 
that instead of offering someone the choice between A and B we 


* It 19 , I think, also true to say that a person infers how he himself feels from 
the way he behaves much more than bv introspecting feelings of satisfaction or 
happiness For instance, if a person is accused of being cross, he may deny it 
because he was not seeing red, nor did he have any feeling of constriction in the 
head, or whatever feeling it is that is associated with being cross. On second 
thoughts he may realize that he had spoken shortly, or in an irritated tone, and 
that he had frowned, he may, then, admit that he was cross Suppose again that a 
person is asked whether he spent a happy day yesterday He may reply with cer¬ 
tainty, ‘Yes', although he cannot recall any feelings of satisfaction or pleasure 
Indeed, he may not have had any such thrills, and still may have been happy It 
13 absurd to suppose that happiness consists oifeelings of pleasure, or satisfaction 
This does not mean that happiness cannot be correctly called a state of mind 
‘States of mind’ are neither real nor logical constructions out of introspectible 
feelings 

* Cf W E Armstrong, ‘Uncertainty and the Utility Function’, EJ^ Mar. 
1948 
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offer him the choice between ^ and a fifty-fifty chance of B or C. 
Suppose also that he prefers A to and C to A Surely, it is said, 
which choice he will make depends on how much he prefers A to 
By and C to A, For instance, if A is much preferred to By whereas 
C IS only just preferred to Ay then he will surely choose A But 
unless we say something about how great his preferences are, we 
cannot begin to say which he is likely to choose It is quite clear 
that a person who is faced with such a choice will often, in some 
sense, compare the relative extent to which he prefers A to B and 
Cto A with the respective chances of getting B or C 

All this IS without doubt true It is also true that an ordinal 
utility system cannot be applied to the above situation, because 
differences m the amount of utility do not occur within such a 
system* In an ordinal utility system there is no significance in 
asking how much more utility one derives from A than. B, or in 
asking whether the extent to which one prefers ^4 to B is greater 
or less than the extent to which one prefers C to A. Also it is 
obvious that la this context 'prefers’ means ‘likes better’ It is, 
moreover, true that people do compare differences m satisfac¬ 
tion To see this we have only to see that, in ordinary language, it 
makes sense to say ‘the satisfaction I get from coffee is muck greater 
than the satisfaction I get from tea’. If someone asks ‘how much 
greater?’, we can reply, for instance, that the difference is greater 
than that between China and Indian tea It does not, however, 
follow from this that a cardinal utility system can be thought of as 
measuring satisfactions. For measurement in the fullest sense, we 
need to be able to compare differences in satisfaction, but also we 
need a unit and a zero. Both of these are missing No one would 
know, at all clearly, what one meant if one said one’s satisfaction 
was at the moment zero, or if one said that it was now equal to 
seven units of satisfaction It makes sense to speak of adding and 
subtracting satisfactions so long as this is only taken to imply that 
we can roughly compare differences m satisfaction. It must not be 
taken to imply that there is any possibility of objective ipeasure- 
ment 

It may be objected that perhaps it might be possible to define 
a zero, and a unit, and that the necessary words might pass in 
ordinary usage That is not impossible People do not think of 
sweetness as measurable, but it is measured, and it is not impossible 
that people may come to say ‘this tastes about ten degrees of 
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sweetness’, and ‘my sweetness intake from this meal has been 
twenty units’ Heat also was once a non-numerical concept, but 
has become numerical, and is spoken of quantitatively in ordinary 
language. But if such a thing came to pass for satisfactions, it is 
fairly certain that the satisfaction measurers in. economics would 
realize that they had been baiking up the wrong tree They may 
want to measure satisfactions because it is thought that they deter¬ 
mine behaviour. They would almost certainly have to admit, if 
satisfactions weie measured in a way that was independent of 
behaviour, that they did not after all determine behaviour Or they 
would say that the ‘satisfactions’, that had been m some sense 
added, were not the satisfactions they meant. They would have to 
say one or other of these things, because it is clear from introspec¬ 
tion that one’s actions are not solely determined by feelings of 
satisfaction. 

The alternative motive for adding satisfactions spiings, of course, 
from ethics. Most people would agree that it is a good thing to 
make someone happiei. If it is thought that happiness consists of 
satisfactions, then how nice it would be if we could measure them. 
But suppose we could measure satisfactions. Then either people 
would give up the naive idea that happiness consists of feelings of 
satisfaction, and cease to maintain that one ought to try to maxi¬ 
mize satisfactions, or they would say that the satisfaction which 
was the end of right conduct was not the satisfaction that these 
scientists measured Suppose that it was considered immoral to 
feel feverish, but that there were no thermometers. Then thermo- 
mcteis are invented, and one is said to be feverish if one’s tempera¬ 
ture is higher than 98 4"" F. Are people going to submit to being 
told that it is immoral to have a temperature ? They are far more 
likely either to say that the thermometer does not measure one’s 
real feelings, or to cease to say that feverishness is immoral. We 
can be fairly certain that something similar would happen if it 
became possible to measure satisfaction Also, if the measurement 
of satisfactions is wanted for ethical reasons, we require to add 
different individuals* satisfactions This raises questions we deal 
with later 

But let me, for the moment, beg this question of interpersonal 
comparisons, and say that I think that people often do employ 
some rough kind of hedonistic calculus Nevertheless, I also think 
that if satisfaction measurers attained their goal, they would realize 
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that it was not where they wanted to be after all. This would be 
because measurement is a precise objective operation, and if some¬ 
thing called 'satisfaction^ were really measured, then the very pre¬ 
cision of the result would destroy its value for helping to decide 
ethical issues. A utilitarian would not accept too objectively precise 
a measurement, because he would want to keep any decision as to 
what was the best thing to do, in some given circumstances, to 
himself. So long, however, as the 'measurement’, or estimation, 
of satisfaction is not objective, and there is considerable room for 
disagreement, then it may sometimes be useful and correct to 
speak of a hedonistic calculus—to speak, that is, of comparing 
satisfactions, and differences in satisfaction, 

A method has been suggested of making 'utility’ a number up to 
a linear transformation To quote. 

Consider three events, C, B, for which the order of the individual’s 
preferences is the one stated. Let a be a real number between o and i 
such that A is exactly equally desirable with the combined event con¬ 
sisting of a chance of probability i—a for B and the remaining chance 
of probability a for C. Then we suggest the use of cx as a numerical 
estimate for the ratio of the preference of A over B to that of C over 

Here, the phrase 'equally desirable’ is used; but, as with the 
word 'indifferent’, it could easily be eliminated a could be defined 
as the limiting chance of C, lying between those chances which 
resulted in A being taken, and those which resulted in the com¬ 
bination 'B or C’ being selected It is quite clear that the system 
would then have been defined entirely m terms of behaviour, and 
there would be no need to suppose that it applied to, or measured, 
satisfactions. Exactly the same remarks apply as do to ordinal 
utility systems. 

Thus It does not follow that a cardinal utility system need be 
interpreted in terms of satisfaction, any more than an ordinal 
system need be. The contest between a cardinal and an ordinal 
system could go on, even if neither side believed that they were 
really talking about satisfactions Nevertheless, the reason why 
some people prefer a cardinal system is that they regard it as useful 
for welfare economics And, according to our present interim 

* Von Neumann and Morgenstern, Theory of Games and Economic Behaviour^ 
p, i8 It may be noted that the above scheme seems to be essentially the same 
as that suggested by F P. Ramsey, The Foundattom of Matheinattcs^ pp 178-9 
except that Ramsey went farther, and showed how, in principle, both utility and 
subjective probability could be simultaneously determined 
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definition of 'welfare* (= ‘happiness*), it is only of significance for 
welfare economics if it is thought that we can sometimes argue 
from objective facts, which require a description in quantitative 
terms, to states of mind, There is, in this respect, no difference be¬ 
tween a cardinal and an ordinal system ‘On a higher behaviour 
line* does not entairmore satisfaction*, although it does entail ‘in a 
chosen position*. But the fact that a man is ‘on a higher behaviour 
line* may be taken as good evidence for the fact that he may be 
more satisfied Similarly, ‘a greater amount of utility* does not en¬ 
tail ‘more satisfaction*, although it entails ‘in a chosen position* 
Nevertheless, if we can sometimes say that a man has ‘a greater 
amount of utility’, we can use this fact as evidence for his being 
more satisfied 

We must, therefore, ask whether a cardinal system would be 
better than an ordinal system for formalizing the economic be¬ 
haviour of a consumer It is well known that people like or dislike 
gambling If someone did not like gambling he would not play 
roulette knowing that it is 36 to i against a number coming up, 
while he only gets ^^35 for his if it does come up. Suppose that, 
in accordance with the system described above, we had given C, 

By the utility numbers 105, 10, 9, because the consumer was 
‘indifferent* between {A certain) and the lottery ticket (C with 
probability § or with probability ^), It follows that, if we are to 
have a consistent system of choices which will apply to certainties 
and unceitainties alike, then, if the consumer is given the choice 
between B and Ay A must be taken. In fact B might well be taken. 
If the consumer had a distaste for gambling, he might have re¬ 
quired, in order that he should select the lottery ticket B or C, that 
its total risk-discounted utility should be considerably greater than 
the utility of A There might be a disutility simply in not knowing 
whether it would be ^ or C which he would get This kind of 
utility and disutility is specifically ruled out by definition on the 
above system, and as a result it is unlikely that we should be able 
to fit It to the kcts of actual behaviour when differing risks enter in.^ 

All this is, of course, well known. As we shall see, it is most un¬ 
likely that anyone would behave consistently enough for it to be 

* Since this paragraph was first written an extensive literature has sprung up 
on the Ramsey-von Neumann-Morgenstern. idea However, it is not in my 
opinion very much to the point so far as this book is concerned Some references 
can be found in, e g , Sir Dennis Robertson, ‘Utility and All That’, B J , Dec 
1954 
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theoretically possible to draw up a set of indifference curves. But 
if we seek to systematize consumers* behaviour in the face of un¬ 
certainty, the difficulties are enormously multiplied. In addition to 
the difficulty raised by the fact that risk and uncertainty itself may 
be hked or disliked, there is also the fact that, if behaviourns to be 
predicted, then the uncertainties or risks must be measurable 
In economics many of the uncertainties which are important are 
not measurable ^ 

But risk and uncertainty of the kind discussed above are, in any 
case, rather irrelevant to the theory of welfare economics (though 
not, of course, to welfare) In a sense, a consumer’s choices are 
often between lottery tickets. For instance, two goods, one cheap 
and one expensive, may differ in my eyes only in that it is more 
likely but not certain that the cheaper will go wrong or last less well 
(e.g. two watches of identical appearance) But so long as the con¬ 
sumer has a consistent choice ordering of the lottery tickets, that 
is all that is required Cardinal utility theory seeks to deduce which 
option I will select in terms of the strength of my preference as 
between good and bad watches, and my estimation of the prob¬ 
ability that a cheap watch will turn out good, &c But welfare 
economics can take over at the point of choice between the two 
lottery tickets (in the case of consumers’ choices the components of 
the lottery ticket are generally all the same object Only its attri¬ 
butes are in doubt when I go to a tailor I know I will get a suit of 
clothes *). Risk enters more seriously into producers’ choices. But 
Velfare’ theory cannot do more than define optimum production, 
and state the factors which determine it, the fact that production 
has to be planned beforehand on very uncertain estimates of costs 
and prices is one among many factors which make the achievement 
of any ‘optimum’ unlikely. 

To sum up the reasons why, in the formal parts of this book, we 


^ Formally, the utilities and the subjective probabilities can be simultaneously 
measured m the manner first suggested by F P Ramsey (loc cit, supra) An 
experiment has been made applying Ramsey’s method to very simple risk 
choices by D Davidson, S Siegel, and P Suppes in 'Some Experiments and 
Related Theory on the Measurement of Utility and Subjective Probability’ 
(Stanford Value Theory Project, Stanford University) But this does not seem 
to alter the fact that even if the utilities were all known, together with the 
subjective probabilities implicit in previous acts of choice, one still could not 
predict behaviour m the face of a new risk choice unless one could determine an 
objective probability, and assume precariously that the degree of belief, or 
subjective probability, would correspond. 
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use the ordinal utility system, with reference to an individual's 
behaviour, are (a) that it is simpler, (i) that all the important con¬ 
clusions of welfare economics can be made to follow from it, and 
(c) that no different conclusions follow from using a cardinal 
system But whenever we find it convenient, we shall not hesi¬ 
tate to make judgements which may imply that differences m 
satisfaction can be roughly compared. As we shall see, these com¬ 
parisons are likely to be required only as between different indi¬ 
viduals (if we ignore risk, as we do, comparisons of differences m 
satisfaction for the same person are not necessary) We do not, 
however, choose to formalize this way of speaking into a cardinal 
utility system, partly because it is unnecessary, but also because 
such formalization tends to suggest an element of precision and 
objectivity which these comparisons certainly lack. 

As a result of the above discussion we suggest the following 
conclusions 

I. Neither cardinal nor ordinal utility systems can be correctly 
interpreted m terms of satisfactions, A subjective interpretation is 
ruled out because the system applies if behaviour is consistent, 
whether or not the consumer, in fact, tries to maximize satisfac¬ 
tion or an5U;hing else A fortion a cardinal utility system cannot be 
interpreted in terms of satisfaction 

2 Theie are theoretical grounds for supposing that a cardinal 
utility system would better explain consumers’ behaviour when 
uncertainty is present But whether in practice such a system is 
more applicable is very doubtful and in any case it would be otiose 
so far as the derivation of the normal theories of welfare economics 
are concerned Therefore, when a theory of consumers’ behaviour 
is required, the ordinal utility analysis, interpreted in terms of 
choice, will be used As will be seen later, the factor of uncertainty, 
when it IS present, is, in any case, only one among many reasons 
why, in fact, we should not expect to be able to apply the theory 
to any given individual. 

3 Welfare economics, so far as the individual is concerned, is, 
if It IS about anything at all, about states of mind. We therefore 
must argue from behaviour and other objective circumstances to 
states of mind The criterion used for an increase in an individual’s 
economic welfare means that he is in a chosen position. This 
criterion will be discussed at length in the following chapter. 



CHAPTER III 

THE CHOICE CRITERION 

We saw in the last chapter that 'on a higher behaviour line’ entails 
hn a chosen position' In this chapter we will discuss the conditions 
recruited to apply the criterion to a real consumer, and, secondly, 
how far it is a good criterion for 'an increase m economic welfare’.^ 

The first condition is that the consumer is free to choose between 
the various collections of goods within the limits set by his purchas¬ 
ing power It is obvious, since the analysis is built up on the basis 
of choices, and the relation of 'chosen rather than’, that one must 
be able to say that a consumer has chosen one collection rather 
than another, and that this cannot be said if he is prevented from 
choosing the alternative collection, other than by its being too 
expensive The second condition is that the consumer’s choices in 
relation to every good which enters in the analysis must be con¬ 
sistent for any period of time within which we wish to say 'he is 
in a chosen position’ Wc must be able to draw the contours, and, 
once drawn, they must remain the same 

Thus far the behaviour-line system has been discussed in a time¬ 
less manner So long as one keeps to an abstract logical system, 
time does not enter m. But, when this logical system of consumeis’ 
behaviour is applied, the collections of goods must be interpreted 
as collections of things chosen over a certain definite period of time 
Now if the consumer’s income and prices do not change, the con¬ 
dition of consistency of choice implies that exactly the same collec¬ 
tion of things must be chosen m every period If the period is made 
very short inconsistency will certainly arise, because durable con¬ 
sumption goods are not bought very frequently Also theie is the 
difficulty that people like a little variety Even people who, we 
would say, have very constant tastes do not buy the same collec¬ 
tion of goods every week, even when relative prices are unchanged. 

* Strictly speaking that which is defined is always a word or phrase The 
defimendum should, therefore, always be enclosed in inverted commas to 
signify that the word or phrase is being mentioned, and not used The same is 
true if we give a criterion for the use of a word or phrase When this is done, 
the word or phrase is mentioned, and should therefore be enclosed in inverted 
commas Sometimes, however, for the sake of convenience, we loosely speak of, 
for instance, a criterion for an increase m an individual's welfare (?k) 
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It IS clear, then, that a fairly long period is indicated. But here also 
one IS liable to get considerable inconsistency, because, over a 
longer period, people’s tastes change, especially when they are 
growing up. Even when people are grown up, and their habits 
formed, it would be extraordinary if they went on doing the same 
thing year after year. 

We must now meet another difficulty. Who is a consumer ? Our 
analysis assumes that the consumer is a chooser. But a very con¬ 
siderable proportion of the population do very little choosing for 
themselves. Indeed, one may say that only a small minority of the 
population control their own expenditure for their own benefit. 
Therefore the analysis could not be applied to many individuals 
even if individuals were consistent. Should we rather try to apply 
It to families ? But the consumption pattern of a family with chil¬ 
dren will certainly not remain stable even when prices are un¬ 
changed. 

We have also to contend with the fact that some things which 
were available to be bought in one situation may no longer be 
available in a later situation This does not raise any serious prob¬ 
lem. We can regard the price of this thing as having become in¬ 
finite. The introduction of new things is more serious Indeed, 
they cannot be introduced into the analysis at all If any new things 
are bought there must be a new map drawn If our consumer once 
bought carnages he must go on buying carnages, even if motor¬ 
cars are available. This also, of course, raises the problem of classi¬ 
fication When is a thing the same thing? Quality changes must 
always, at best, blur any precision the analysis might otherwise have 
had, and, at SVorst, they may make comparisons very difficult 
indeed. 

We may now briefly list some of the factors which are likely to 
make for inconsistent behaviour. First, a man’s consumption pat¬ 
terns (which are here identified with his tastes) may change for a 
variety of reasons. The change may be spontaneous, or he may 
acquire new obligations, as when he marries and has children. Or, 
a change in the tastes of others may be the cause—he may follow 
the fashion Or, a change in his comparative wealth may result in 
a change of taste, for example, the emulation of nouveau-nche 
friends. Tastes, for the purposes of our analysis, have to be taken 
as being independent of what is produced. This is because we 
determine the ‘ideal’ production by reference to people’s tastes, 
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which must therefore be assumed to be independent of that pro¬ 
duction. Except perhaps in the case of the necessities of life, this 
IS not very true to life There is no doubt for instance that the 
production of television sets creates a desire for this kind of enter¬ 
tainment. 

There are many other possible causes of inconsistent choices 
besides change of taste A person, even when we would not 
normally say his tastes had changed, may like to experiment. 
Indeed it is obvious that if a man were really trying to maximize 
his satisfaction, he would often try out new ways of spending his 
money. One does not have any innate knowledge of what one likes 
Then, too, new goods may become available, or the quality of old 
goods change, and some durable consumption goods are, in any 
case, bought too infrequently to enter into a consumption period of 
reasonable length As we have seen, a person may also be unceitain 
what he is going to get for his money, and his estimation of the 
uncertainties may change, in which case an ordinal utility analysis 
will not apply very well to his behaviour, and inconsistent choices, 
as determined by the ordinal analysis, may be made There are still 
other factors to consider. Only relative prices enter into our 
analysis but sometimes absolute prices are important Thus some 
people would buy diamonds only if they were expensive, and would 
therefore make inconsistent choices if the price fell. This is 
rather unimportant, but the mention of changing prices brings one 
on to a factor which w important When prices are expected to 
change a person’s choice is affected, not merely by what he likes 
and dislikes, but also by what he thinks is going to happen to prices 
Rapidly changing prices turn every consumer into a speculator 
with respect to durable goods. The faster prices change the less 
durable do consumption goods have to be for future expected prices 
to influence present choices So one would not expect the analysis 
to apply very well to durable goods except when relative price 
changes are unexpected No doubt, still other factors could be 
mentioned which would be likely to make the assumption of con¬ 
sistency of choice unrealistic but enough has been said to show 
that there are numerous reasons, besides spontaneous changes of 
tastes or sheer irrationality, which may make a man behave in¬ 
consistently in the economist’s sense of the word 

The considerations raised in the above paragraphs amount to the 
contention that the abstract notion of a consumer being on a higher 
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behaviour line or indifference curve cannot be very well applied to 
individuals. But to say that someone is in a chosen position may 
still mean something precise If, for some individual or family, we 
can say that 2^2 Qv andj^i <2 A it follows 

from the first index-number formula that the goods of the second 
situation (all the q^s) were bought when the goods of the first situa¬ 
tion could have been bought, and from the second index-number 
formula it follows that when the goods of the first situation were 
bought (the the goods of the second situation could not have 
been bought We now define that the second situation is consis¬ 
tently chosen rather than the first. There is also, of course, the case 
when 2 ^1 ^ 2 ?2 and 2 ^2 < 2 ?i. when we say that 

the first situation is (consistently) chosen rather than the second 
But it may be the case that 2 p2 (Za ^ 2 ^a which case the 
second situation is chosen rather than the first (since the goods of 
the first situation could have been bought), and 2 > 2 ?2> 

in which case the fiist situation, when it was chosen, was chosen 
rather than the second. This is a case for inconsistent behaviour, 
and we can say nothing 
Finally, we have the case when 

2 ^>2 ?2 < 2 /’2 9i and 2 Pi < 1 Pi Qz 

In this case when the first collection was chosen the second was 
not a possibility, and vice versa. Thus we cannot show directly that 
either position was chosen rather than the other, or that there is 
any indication of inconsistency. In such a case it may, however, be 
possible to find a third situation, such that we can say that the 
second is chosen rather than the third, and the third rather than the 
first, and, therefore, that the second is chosen rather than the first, 
although it IS not possible to say, simply from looking at the first 
and second situations, that the latter is -chosen rather than the 
former Let us name the three situations A, 5, and C In symbols 
the above argument may be written as follows ^ph% <^Pb 
but 2Pb%^XPb ?c and 2 A > 2 A Therefore B is chosen 
rather than A, although 2 JPb 55 < 2 Pb 5a* The meaning of the 
construction demonstrated in Appendix I is that if consistency is 
assumed, and if every collection of goods would be chosen in one 
and only one price-income situation, then it can be shown that, by 
taking as many mediating positions (such as C) as we like, we can 
arrive at the ordinary ordinal utility system. ( It follows, of course, 
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that if one can say 'X is on a higher behaviour line’ then one can 
also say 'Xis m a chosen position’.) But since it is vastly unlikely 
that any individuals are, in fact, perfectly consistent, it seems that 
the ordinal utility system is best regarded as an unattainable ideal 
limit to the successive applications of the index-number criterion 
to an mdividuaUs behaviour Any inconsistency upsets the be- 
haviour-lme analysis (and, of course, the mdifference-curve 
analysis), but it is quite possible that by using index numbers we 
may reach the conclusion that a person is in a situation which he 
consistently chooses rather than another situation, although his 
behaviour may be inconsistent with regard to a wide range of other 
situations. Thus ‘on a higher behaviour line’, since it implies per¬ 
fect consistency, always entails hn a chosen position’, but ‘in a 
chosen position’ does not entail ‘on a higher behaviour line’, unless 
we are speaking of a perfectly consistent individual. 

We must now discuss the question whether ‘being in a chosen 
position’, as defined by the index-number formulae, is a good 
criterion of increased economic welfare Henceforth the phrase ‘in 
a chosen position’ is to be taken to mean that both index-number 
formulae are satisfied, unless otherwise indicated We have said 
that the statement ‘John’s economic welfare is greater’ means 
‘economic circumstances have changed m a manner favourable to 
John’s happiness’. The correctness of this translation will not, for 
the moment, be questioned We have also limited the use of the 
word ‘economic’ so that it refers to those things and services which 
can be exchanged for money. Thus, ‘economic circumstances’ is a 
way of referring to the fact that individual A consumes so much 
X, y, Zj &c , saves so much, and does so much work of such and 
such a kind in a given time, and, similarly, that individual B con¬ 
sumes so much X, ss, &c , and so on for all individuals Or, in 
short, economic circumstances is taken to refer to (a) the total 
flow of goods and services consumed by individuals, (b) the amount 
of work done, and (^) the way m which goods and woik are distri¬ 
buted between individuals For the sake of exposition, we will first 
assume that the amount and kind of work which our individual 
does remains constant, and that he saves a constant proportion of 
his money income 

It IS clear that what is most relevant to John’s happiness is what 
he himself consumes, and our choice criterion takes into account 
only what he himself consumes. But an individual’s happiness is 
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also, to some extent, dependent on what others consume. Obviously 
the standard of living or welfare level of his family is not a matter 
of indifference to a man. But we do not avoid the difficulty by 
taking the family as a unit The standards of living of friends and 
enemies are still of some account Again, it is not merely a matter of 
the standards of living of those people in whom the individual is m 
some way interested It has long been recognized that much of the 
misery of becoming poorer springs from the failure to keep up 
with the neighbours, or with one’s own class, that much of the 
pleasure of becoming richer lies in moving up the social scale, in 
rising "above’ one’s acquaintances. That this is true of some luxury 
expenditure is clear It is needless to elaborate on this theme The 
motive of ostentation has been ruthlessly analysed by Veblen 
In formal terms this fact, that what other people have may be 
of importance, affects our analysis in two ways It may provide an 
additional reason for a change of taste on the part of an individual 
This may occur when an individual changes his social class Sup¬ 
pose that a man has become for some time middle class, having 
pieviously had what would usually be called a working-class in¬ 
come, and then loses money, and let us compare his last situation 
with his first Is he better off? We may tell him that he could still 
buy what he bought m his original situation (that 2 ^3 > 2 ^2 ^i)‘ 

He may reply that his tastes have changed But our index-number 
criterion may be complete (1 e. 2 ^2 ^2 > 2 P2 2 < 

2 ^2) exhibited any change of taste if 

we simply compaie the two situations by index numbers Thus, 
whether the change of taste is caused by his having mixed in 
‘higher’ circles, or spontaneously, the index-number criterion may 
not take notice of it, although, of course, such change of taste would 
render the behaviour-hne analysis inapplicable 
The question arises whether in the circumstances outlined above 
we should want to say that the man’s economic welfare had in¬ 
creased. Have economic ciicumstances changed in a manner 
favourable to his happiness'’ If we take into account not meiely 
the first and last situations, but the intermediate one as well, that 
IS, so to speak, the route by which the man has travelled, then the 
answer may be ‘No’ And we would then have to admit that the 
choice criteiion had failed us. On the other hand, it is recognized 
that some people would want to say that the man’s economic wel¬ 
fare had increased. They might say that it was, in a sense, the man’s 
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own fault if he wasn’t happier than he was as a working man. Here 
we see that ethics is beginning seriously to creep into the dis^ 
cussion Further consideration of this mattei will therefore be 
deferred till we try to deal with the relationship of ethics and 
welfaie economics in the next chapter. 

This brings us on to the wider question of whether one wants to 
take people’s tastes as the arbiter of what should be produced, when 
those tastes themselves are strongly influenced by other people’s 
consumption, including indeed the consumption of a person’s 
parents and grandparents and their friends For instance, if tobacco 
were forbidden, the next generation might not want it at all An 
extremist might argue that one’s wants and desires fox goods are, 
with the exception of a few necessities, entirely dependent on what 
others have or have had, and also that it is an illusion to suppose 
that more of everything for everyone makes anyone better off We 
leave this to the reader—with the warning only that the analysis 
of this book cannot help one in the least to answer such questions, 
for It IS invalid when tastes are interdependent m this manner. 

The importance of taking into account the economic circum¬ 


stances of others may, however, affect our analysis in another way 
The individual’s tastes may not be changed, and he may be in a 
chosen position But if the situation of others has changed in a 
markedly more favourable manner, we might not want to say that 
economic circumstances have changed in a manner favourable to 
his happiness For instance, a man’s standard of living may have 
risen over a period of years (i e he may be in a chosen position) but 
he may have been left behind in the race He may have moved 
down the social scale Do we want to say that his economic welfare 
has increased ? If my definition, which includes consideration of 
the circumstances of others, is accepted, then we may not want to 
answer Tes’ This is a case in which the behaviour-line analysis 
need not be rendered inapplicable, but in which ‘on a hmher be¬ 
haviour line’ might not be thought to be a good criterion 
Finally, a man may make mistakes He may buy something and 
then wish he had not We cleaily dd not want to say that someone 
IS better off economically because he is in a chosen position, if he 
regrets his choice and cannot move back In the next ‘period’ he 
may be able to return to his former situation, or better But some 
durable goods are only bought at rare intervals. Mistakes are not 
always mistakes about the causes of one’s own happiness. One may, 
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for instance, buy a motor-car with the mistaken idea that petrol 
will be available If it is not, the chosen position may very well 
be one which is regretted. But, more important than this, we think 
that some people consistently fail to realize what would make them 
happy or happier, and to say of such people that they are m a 
chosen position, or on a higher behaviour line, may not imply that 
we think that they are in any sense better off Nevertheless, if this 
was the only reason why a chosen position might not be a position 
of greater economic welfare, I think most people would be pre¬ 
pared to admit that for a normal consumer our criterion was, in 
general, a good one They would, in fact, accept that those people 
who are choosers, that is, excluding lunatics and children, know 
well enough how to order their own affairs to their best advantage. 
But we must recognize that again most people would think that 
there are some exceptions 

Relaxing the assumption of a constant amount of work it may 
happen that our consumer is only able to buy what he bought 
before, because he works harder. It would seem that one should ask 
whether he could buy what he had before if he did the same amount 
of work of the same kind as before, or, alternatively, whether, 
if he bought exactly what he bought before, he would have more 
leisure. This answer is, however, rather too simple It is compli¬ 
cated by the fact that leisure, although it is usually conventionally 
treated as a good in economics, is not universally so regarded, i.e. 
It is by no means always the case that more would be chosen rather 
than less People, for instance, do voluntary unpaid work. Also, it 
IS more often thought that people are bad at estimating how much 
work they should do to make themselves happy, than it is thought 
that they are bad at choosing the pattern of consumption which 
will make them happy More important still, it is not true that 
people are free to choose the amount of work they do in the same 
way as they are, in normal times, free to choose what they will 
consume It is obvious that, if a man is unemployed and cannot 
find work, it would be silly to say that he was better off because, if 
he did the same amount of work as before, then he would be able 
to consume more than before. It would be the same if he was 
forced to work short time, or, again, if he had to work longer 
hours against his will. The choice criterion cannot very well be 
extended to apply to work, when it is by no means the general rule 
that a man can choose how much and what kind of work he does 
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For these reasoas it seems that it is often better to weigh up any 
improvement or deterioration in his position as a consumer against 
any deterioration or improvement in his position as a worker, 
rather than to attempt to bring both together into a single-choice 
criterion Nevertheless, as we shall see later, the formal conclu¬ 
sions of welfare economics depend on the assumption that all 
economic goods, including leisure, can be fitted into the behaviour- 
line analysis, 

We must now briefly consider savings. Savings do not repiesent 
any definite thing, or collection of things, of which we can ask the 
question ‘Could the consumer have the same thing, or collection 
of things, as before Moreover, when prices change, we clearly 
cannot consider merely the sum of money saved, and ask whether 
the consumer could have what he had before, and still save the 
same amount of money. Also we do not know in general what a 
consumer intends to do with his savings. In these circumstances, 
we must make some assumption about what savings are intended 
to buy The most realistic general assumption we can make is that, 
when a man saves he is normally saving up to buy a collection 
similar in composition to that which he is buying when he saves 
Therefore, when comparing his welfare for, say, two different 
years, we must, in effect, scale up his expenditure in the one year 
until it IS equal to his income of that year, and then ask whether, 
m the other year, he could have bought the scaled-up collection of 
the one year 

The fact that people save means that the question ‘Could he 
have bought last yearns collection of goods is ambiguous If a man 
has some capital, he may be able to buy last year’s collection, but 
only by spending capital Thus the question we really need to ask 
IS whether he could this year buy last yeai’s collection without 
making it, m his opinion, any less probable than it was last year, 
that he would be able to go on buying at least the same collection 
as he bought last year in all subsequent years.^ But this question 
cannot, of course, have any definite clear-cut answer We therefore 
have to admit that our seemingly quite precise choice criterion is 
not, after all, precise at all However, the question of savings, and 
the distinction between income and capital, does not affect our 
theoretical welfare analysis in a particularly serious manner. We 
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have to assume that income has somehow been defined. But any 
failure of the definition to be in accordance with the theoretical 
question we really want to ask will only be one among many 
reasons for believing that our welfare criteria are rough and ready. 
We must now recognize that the index-number formulae, as 
criteria of 'chosen rather than’, do permit some evaluation of the 
extent of benefit Thus, if a man could choose what he had before 
and have £500 per annum over, we would ordinarily say that he 
had benefited more than if he could only just buy what he had 
before. If many of the complicating facto: s, discussed above, arise 
to make us doubtful whether to judge that he has benefited or not, 
then the amount he would have had left over if he had bought 
what he had bought in the previous situation may be a factor of 
the greatest importance in determining our decision The formal 
(ordinal) criteria ‘in a chosen position’ and ‘on a higher behaviour 
line’ Ignore this important element in our judgements Neverthe¬ 
less, when we seek to apply the formal theory of ‘welfare’ to some 
particular case, we can make some allowance for the extent of 
benefit which would result if people were consistent (1 e. if the 
axioms of our behaviour analysis could be precisely applied), and 
this allowance will normally be of importance in deciding whether 
people really would be made economically better off. 

We have been discussing whether ‘in a chosen position’ is a 
precise and acceptable criterion for ‘an increase m the economic 
welfare of an individual’. But let us emphasize that, in order to be 
able to deduce the ‘optimum’ conditions of production and ex¬ 
change, the behaviour-line and not the index-number criterion 
must be employed. To say that, if a certain change were made, 
then Smith would be ‘on a higher behaviour line’ is to say that 
Smith would be in a chosen position if he were a perfectly con¬ 
sistent economic man Thus when this latter criterion is used 
there are two stages of appioximation First, since Smith is not, of 
course, an economic man it may be false that he would be in a 
chosen position, if the change in question were made Secondly, 
there are, as we have seen, additional reasons for supposing that 
one might not want to say that his economic welfare had increased, 
even though he was in a chosen position. These additional reasons 
may be briefly summed up by saying that people are not inde¬ 
pendent of each other in respect of welfare, and that they do not 
always know what would give them most satisfaction 
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Before arriving at any final judgement as to the adequacy of 
our welfare criteria, it is necessary to distinguish short and long 
periods. Over a comparatively short period, say a few years, most 
peoples* tastes will not change very much. Also the number of 
novelties introduced will not be great, and quality changes are not 
likely to be very important. Thus the behaviour-line analysis will 
apply better than when the comparison is to be made over a longer 
period. Again, in the short period, general standards of welfare are 
not likely to change greatly, and therefore if a person is in a chosen 
position It is improbable that his social standing will have deterio¬ 
rated This removes one of the chief reasons for thinking that the 
choice criterion is not always a very good criterion of economic 
welfare 

On the other hand, short periods can sometimes be very abnor¬ 
mal. In a severe inflation, for instance, it becomes very difficult for 
people to plan their expenditure. The anxiety to exchange money 
for durable goods as fast as possible turns everyone into a specu¬ 
lator with all the worries, which, for most people, are attendant on 
great uncertainty Again, if there are severe shortages of some 
goods, and rationing is introduced, it may be the case that hardly 
anyone can be said to be ‘in a chosen position*, because the choice 
of the previously purchased collection of goods may be illegal. 
Nevertheless, we can normally have much more confidence in the 
applicability and acceptability of the behaviour-hne criterion over 
short periods of time than over long ones In the limit, if the long 
period IS very long, it becomes quite senseless to discuss any 
criterion for an increase in individual welfare, because there would 
be no individual alive both at the beginning and at the end of the 
period. 

We must conclude this chapter by trying to reach some sort of 
decision as to whether the behaviour-line criterion is good enough 
for us to have any confidence whatever m the deductions which are 
made from such a basis Certainly I find that the arguments, which 
have been adduced to show that most individuals are liable to be 
very inconsistent, are formidable Also I think that the reasons 
against accepting the criterion ‘in a chosen position’ are not un¬ 
important, especially when the period in question is a fairly long 
one Nevertheless, most or all of the arguments brought forward 
m this chapter are old ones They have often been presented, 
though mostly m discussions of demand theory In spite of this, it 
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IS clear that such arguments are insufficient to upset many econo¬ 
mists’ faith in welfare economics, I think there is a good reason 
for this 

Most people who consider the welfare of society do not, I am 
sure, think of it as a logical construction from the welfares of in¬ 
dividuals. They think rather m terms of social or economic groups, 
or in terms of average, or representative, men Now it is evident 
that representative men are very much more like economic men 
than are real individuals. The tastes of an average man do not 
change at all rapidly. He does not experiment very much. His life 
is not subject to any sudden shocks or crises. The average un¬ 
married male cotton operative will not, for instance, suddenly alter 
the pattern of his consumption by getting married His position 
in the social scale will not alter much. The welfare of his friends 
and relations is also unlikely to alter greatly. Much more important, 
he never dies (Any prediction that a certain change would increase 
the economic welfare of a real man is always liable to be upset by 
his death.) 

It might be objected that it makes nonsense to apply the be- 
haviour-line analysis to average individuals, or representative men. 
This is not true One of the advantages of getting rid of the idea 
of an economic man as a maximizing individual is precisely that we 
can now apply the analysis to average individuals. Average men 
cannot maximize satisfaction, but they can behave perfectly con¬ 
sistently. We cannot ask average men questions about preference 
or indifference, but we can observe the collections of goods which 
they take in various price-income situations; and therefore there is 
no reason why, in theory, the behaviour-line analysis should not 
apply It might finally be objected that we can hardly speak of an 
average man as being m a chosen position. But ‘in a chosen posi¬ 
tion’ has been our phrase for describing the fact that the money 
income of an individual for period z was more than sufficient to 
buy the collection of goods bought m period i Whatever the 
phrase to be used, the fact can certainly be as true of an average 
individual as of a real one. Further, there is no reason why one 
should not regard such a fact as sufficient reason to say that the 
economic welfare of such an average man has increased. There is 
also, in any case, no reason why one should not say that an average 
man takes (or chooses) one collection of goods rather than another, 
because we have defined ‘rather than’ by saying that A is taken 
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rather than B, whenever A is taken, and B could have been taken. 
Thus, for tlie rest of this book, the word ‘individual’ may be loosely 
interpreted except where the context makes it cleai that the refer¬ 
ence IS to actual individuals. 

Whereas it seems to me that one cannot deny that the behaviour- 
line analysis applies very badly to real individuals, nevertheless it 
may apply sufficiently well to average men to justify some faith in 
an analysis which is based on it, so long as the groups, in terms of 
which we think, are fairly small and reasonably homogeneous 
Only a super-mdividualist would object to this view, on the ground 
that one may never ignore the differences in the welfare of the 
actual individuals comprising the average. The present view also 
has the advantage that it gives at least some sense to comparisons 
over long periods of time On the other hand, it must still be ad¬ 
mitted that even average men are by no means perfectly consistent, 
and that people can still reasonably find fault with the choice 
criterion 

In particular none of the above arguments leally answers the 
fundamental objection that people’s tastes are in the long run too 
much influenced by what is being produced and consumed, and 
has been produced and consumed in the past, to make the assump¬ 
tions that they are independent anything but a hollow pretence 
Even so I doubt whether this will be for most people a shatteung 
objection to using an analysis which takes people’s tastes as given. 
One would hardly use such an analysis to try to decide whether 
one ought to stifle aeroplanes or television sets at birth—but once 
they have been introduced, and tastes have become adapted to 
them, It may still be worth asking whether people’s demands seem 
to indicate that more or less aeroplanes, &c , should be made 
But we must certainly not pretend that our analysis is anything 
but rough and ready As we have already implied, it is particularly 
inapplicable in respect of choices between jobs, and different hours 
and kinds of work. Nevertheless, enough has, I think, been said to 
show that It would be foolish to dismiss the whole of welfare 
economics solely on the ground that the analysis of ‘individual’ 
behaviour, on which it rests, is hopelessly at variance with the facts. 
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We have seen that the utilitarians thought it reasonable to speak 
of a man’s economic welfare as the sum total of his satisfactions 
which derived from economic .causes, and that therefore an in¬ 
crease in his economic welfare was an increase m this total On the 
later indifference-curve analysis it no longer made sense to speak 
of a man’s economic welfare as a definite amount of anything. This 
view IS accepted, because we cannot speak of a zero amount of 
satisfaction, and we have no unit of satisfaction But it is also 
accepted for another leason, because one cannot categorize one’s 
satisfactions, and say this one belongs to an economic cause, and 
that to a political cause, and so on The picture of a lot of sepaiale 
satisfactions, each with a label tied round it, is not convincing. 
One may explain this point more clearly by a metaphor The 
utilitarians imagined the mmd to be like a well of known depth 
into which parcels of satisfaction, duly labelled economic or politi¬ 
cal or religious, were thrown. The number of parcels could be 
counted On the later analysis it is imagined that the mmd is like 
a well of unknown depth, partly filled with water, the level of 
which could be altered by turning on various taps labelled econo¬ 
mic, political, &c. Once the water is m the well there is no way of 
saying which tap it came from, and also it is impossible to say how 
much water there is in the well One cannot therefore significantly 
ask how much economic welfare someone has, but one can say that 
the level of the water has risen or fallen as the result of turning the 
economic tap, if the other taps are not touched, i.e one can say 
that economic welfare increased or decreased. 

The second picture is undoubtedly an improvement on the first. 
We have quarrelled with the indifference-curve analysis only in so 
far as it purported to rest on psychological assumptions. We have 
interpreted it entirely behaviouristically We, so to speak, only 
observe the turning of the taps, and then make inferences about 
the level of the water. That is the behaviour-lme analysis. The in- 
difference-curve analysis 

turning of the faps and the^lfevkl^^rf^tb[e 6 vatbr^^ 5 S^ftd|^^ois 
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empirical connexion based on our general observation of the 
behaviour of men, and changes in their happiness. 

The second important utilitarian thesis was that one could add 
up the welfares of diffeient individuals to arrive at the welfare of 
society That idea has now to be abandoned To reveit to oui 
metaphor, one cannot add up the total amount of water in a 
number of different wells if one cannot say how much water there 
is m any well. What, however, is not always noticed is that the 
utilitarians had no need to add up different people’s happinesses in 
order to prove their thesis that an equalitanan distribution of 
income would maximize happiness, or for the thesis that one ought 
to try to maximize happiness The former theory requires only 
that one should be able to compare the difference in happiness 
which an extra pound would make to diffeient people If one, then, 
moves money about until a pound more or less nialces the same 
difference to everyone, one has maximized happiness The addi¬ 
tion of happinesses is never required. The addition of differences 
in happiness may, however, be necessary If an economic change 
benefits Ay and harms B and C, it would seem that one must be 
able to add the differences which the change makes to B and C, 
and compare the result with the difference it makes to A This is 
only not necessary if it is possible for A exactly to compensate B 
and Cy in which case one has only to look at A to see whether his 
happiness is greater or less. Thus if one admits the possibility of 
full compensation, it becomes true to say that the utilitaiian can 
work quite as happily with an ordinal index as with a cardinal 
index of satisfaction. To this extent, then, the change-over m 
economic analysis from a Marshallian to a Pareto concept of utility 
did not imply a break with utilitarian philosophy On the other 
hand, if compensation is impossible, the addition of differences in 
happiness is required 

We may now ask whether people do compare differences in 
satisfaction or happiness, and whether they add them As regards 
the first, there is no doubt whatever I can say would make 
more difference to Smith than it would to Jones’. Such statements 
are made, and when such a statement is made it is coirect to say 
that the man who makes the statement is comparing the differences 
m satisfaction which the addition of to his purchasing-power 
would make respectively to Smith and to Jones. On the other hand, 

It IS probably incorrect to say that one ever adds such differences 
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The statement 'I am about to add together the difference which 
this change would make to Smith and Jones, and compare the 
result with the difference it would make to Brown sounds like 
nonsense It sounds like nonsense because addition is a precise 
mathematical operation, which requires the possibility of counting. 
There is no way in which we can measure units of satisfaction, and 
so count them. To say that one adds Smith’s and Jones’s satisfac¬ 
tion is wiong, because it is applying far too precise a word to the 
mental process which we go through when we try, as we may do, 
to estimate whether making a change (without compensation) 
would produce more happiness. The conflict, which one may go 
through, between thinking that utilitarianism is nonsensical and 
thinking that there must be something in it, results from the 
endeavour to make it too precise. So long as it remains vague and 
imprecise, and avoids the use of mathematical operations and 
concepts such as ‘adding’, and ‘sums total’, there is something m 
It, but It becomes nonsensical if it is pushed too hard in the attempt 
to make it an exact scientific sort of doctrine. There is little doubt 
that we do, m fact, make rough comparisons, which, if they were 
precise, would imply the addition of satisfactions. It makes sense 
to say, for instance, that the difference between . 4 ’s and B's incre¬ 
ments of happiness is greater than C’s increment, m which case 
we can also say that A's mciemenl is greater than that of B and C 
put together. We must here add, in order to avoid a possible mis¬ 
understanding, that It IS by no means maintained that one always 
ought to try to produce most happiness. The question whether the 
precepts of utilitarianism can be followed is quite distinct from the 
question whether they ought to be followed. 

It has been said that there is no doubt that we do compare 
differences in happiness as between different people, there is also 
no doubt that we compare different people’s total happiness 
(where the word ‘total’ must not be taken to imply that happiness 
is a sum of parts) We frequently maintain that A is happier than 
By and it is obvious that when we do so we are not talking nonsense 
We can, also, roughly compare the amount by which A is happier 
than By with the amount by which B is happier than C In spite of 
this, part of the reason why the ‘mdifference-curve’ analysis has 
largely taken the place of the cardinal utility analysis is that it 
provides no basis for the comparison of different persons’ ‘levels of 
preference’ (or whatever the phrase may be which is used). Thus 
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this kind of analysis has seemed to give formal recognition to the 
acceptance among economists of the idea that somehow inter¬ 
personal comparisons of satisfaction or happiness are illegitimate, 
or not objective, or unscientific. Economists, indeed, have said that 
they 'denied’, or that other economists might 'deny’, interpersonal 
comparisons, whatever 'deny’ can mean in this context, which is 
not m the least clear. 

No one could 'deny’ interpersonal comparisons in the sense that 
they deny that people make them Therefore those economists who 
'deny’ them must think that when a person says ‘A is happier than 
5 ’ he is deluding himself in thinking that he is making a statement 
of fact. But why should he be deluding himself? Why should it 
not be a statement of fact^ It is probable that what is behind the 
idea that it is not a statement of fact, that one is not describing 
something one experiences, when one says 'A is happier than -B’, 
IS some vague metaphysical doubt about the existence of minds 
other than one’s own I say about the existence of other minds, 
because nothing short of denying their existence can entitle one 
to say that other minds cannot be compared If one admits that 
another man’s behaviour, including his speech, is evidence for his 
having a mind, then one must admit that one can use such be¬ 
haviour as a good basis for saying what sort of mind he has, or 
what sort of a mental state he is in, that is, for saying that he is 
stupid or intelligent, happy or miserable, angry or pleased, and so 
on But if one can say that A is happy and pleased, and B is 
miserable and angry, then one has compared their mental states. 
Happy and angry are relative words, but they are not lelative 
merely to some other state of the same man We can say of a man 
that he is habitually miserable, or that he has a disposition to be 
miserable Obviously we cannot be meaning that he has a disposi¬ 
tion to be more miserable than he usually is We mean that he has 
a disposition to be more miseiable than men usually are. We have 
some vague standards of happiness and misery. In other words, we 
use difierent men’s behaviour, in a wide sense of the word, to 
compare their mental states; and if we say of a man that he is 
always miserable, basing our judgement on how he looks and 
behaves, and how we know we would feel if we looked and behaved 
like that, and on a wide knowledge of his character gathered by 
observing his behaviour and words in a variety of situations, and 
on the opinions of all his friends who similarly know him well, then 
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we would think it was just nonsense to say that he might really be 
deceiving everyone all the time and be the happiest of men. It 
IS a mistake to suppose that another man’s mind consists solely 
of feelings or images which one cannot ever experience (that is, 
that one’s mind is a logical construction of personal feelings and 
images which are, by definition, not open to inspection by anyone 
else). 

It IS clear that if one accepts behaviour as evidence for other 
minds, then one must admit that one can compare other minds on 
the basis of such evidence Therefore those who ‘deny* inter¬ 
personal comparisons must deny the existence of other minds. The 
only possible alternative is that they think that, by some extra¬ 
ordinary kind of intuition, they can get to know that other minds 
exist, but that they cannot know anything else about them (for 
if one could get to know anything else about them, one could 
compare them) This is not, however, a real alternative, for the 
suggestion that things can be known to exist, without anything 
whatever being known about them, is absurd. 

We conclude, then, that those who lefuse to believe that one can 
compare other minds must deny their existence But anyone who 
says that he does not believe in other minds inevitably contradicts 
himself, for he cannot help talking about them—that is, he cannot 
help using mental concepts with reference to other people. Econo¬ 
mists are m this matter a little old-fashioned. I doubt whether 
there is a philosopher today who would be prepared to say that 
one cannot compare other people’s mental states, that one is not 
saying anything about the real world when one says is happier 
than B\ 

It may be thought that this question of interpersonal compari¬ 
sons has been discussed at too great a length, or that no one can 
really have denied interpersonal comparisons in the sense m which 
I imply that they have denied them. But their ‘denial’ in some sense 
has driven welfare economics into very curious channels. For this 
reason some discussion of the question is essential. 

Two quotations may be put forward, from Professor Robbins, 
whose thesis it has been that welfare economics is inevitably an 
ethical study, because it involves interpersonal comparisons, and 
because interpersonal comparisons are value (or ethical) judge¬ 
ments. He writes. T still cannot believe that it is helpful to 
speak as if interpersonal comparisons of utility rest on scientific 
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foundations—^that is upon observation or introspection’ and *But I 
still think, when I make interpersonal comparisons, that my judg¬ 
ments are more like judgments of value than judgments of verifiable 
fact’ ^ We must insist that it ts helpful to speak as if interpersonal 
comparisons rest on observation or introspection, for the good 
reason that they do rest on such foundations What is the alterna¬ 
tive? Evidently, since it is not denied that they make sense, the 
alternative is to say that they are value judgements, or (ignoring 
the fact that they might be both) at any rate like value judgements. 
But surely many such comparisons are not m the least hke value 
judgements. How is *A is happier than jB’ a value judgement? It 
clearly does not mean that A is better or nobler, or more worthy 
than B Does it then mean something like ‘If you are going to help 
anyone, you ought to help B rather than A' ^ Now it is not denied 
that something like the latter statement might be implied by the 
statement A is happier than S’ in certain contexts, but certainly 
not in all contexts And even if, which is false, it was so implied m 
all contexts, that would not be to say that the statement was simply 
and solely a value judgement. The position taken up must surely 
be seen to be absurd when it is remembered that it must be 
arpied that interpersonal comparisons, such as A is angrier than 
B\ A is more sympathetic than B’, A is more intelligent than B' 
are one and all value judgements. Moreover, since all words like 
^^PPy ? intelligent’, ‘angry’, &c , are words relative to some norm 
of h^man behaviour, it must be maintained that A is happy’, A 
is angry’, A is intelligent’ are value judgements, not judgements of 
verifiable fact resting on either observation or introspection. We 
will return to this question of value judgements m the next chapter 
It may be remembered that, in Chapter I, we briefly discussed 
the question of comparisons of real income, and the question of 
when it could be said that two men were economically equal We 
decided that, since people have different tastes, a comparison of 
the objective factors, money incomes and prices and available 
goods, was insufficient Even if two people of different tastes had 
the same money incomes, and were always faced with the same 
available goods at the same prices, it could not very well be said 
that they were economic equals both before and after a change 
which greatly raised the prices of everything which the one bought 
and the other did not buy. It appears that comparisons of real 
* L. Robbins, E.y, 1938, pp. 640, 641 
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income must be comparisons, in part at least, of mental states or 
changes in mental states. 

But what happens if we ‘deny’ such comparisons ? It follows that 
real income compausons must also be denied. What then becomes 
of such a statement as ‘You ought to help the poor rather than the 
rich’? Either the words ‘poor’ and ‘rich’ must simply refer to the 
amounts of money the two people have, or the statement is sheer 
nonsense, or it is a tautology (the latter if it is thought that an 
interpersonal comparison such as 'A is really richer than B' means 
'B ought to be helped rather than A'), It is obviously not a tauto¬ 
logy; nor IS it by any means nonsense Therefore we are com¬ 
mitted, if we peisist in the absurdity of denying interpersonal 
comparisons, to saying that we are interested in the amount of 
money people have, quite regardless of what they can buy with 
It, and quite regardless of what satisfaction or happiness they get 
out of spending it Again this is absurd, we are inteiested in the 
distribution of money only because we believe that there is a very 
good correlation between money incomes and capital, and real 
income. 

Nevertheless, the view has been put forward that comparisons 
of real income (relative well-being) cannot be made To quote 
Professor Lerner ^ 

This does not mean that the prices will not change and that such 
changes will not make some people better ofF and others worse off, even 
though their money incomes remain the same It does mean, however, 
that m must disregard such changes^ when they are the result of changes 
in demand for the various goods or changes in the supply while the 
optimum allocation of goods is maintained If we could say that in the 
old situation the actual relative well-being of consumeis was just what 
we wanted it to be, then, when prices changed, we would want to make 
some adjustment in the money incomes, to offset the change m prices, 
and leave the consumers in the same relative position as before But we 
have no way of directly comparing the well-being of different con¬ 
sumers Our only objective general indication is their money income, 
and this has not changed We may have good reason for believing that 
one consumer is better off than he was before and that another is not so 
well off as he was before, but we have no more reason for supposing 
that the old situation is better than the new one (that is more like the 
situation we wish to bring about) than for supposing that the new one is 
better than the old one 
‘ A P. Lerner, The Economics of Control, p ^4 


^ My Italics 
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This passage is highly paradoxical Either it is assumed that we 
cannot ever know when the distribution of real income (actual 
relative well-being) is what we want it to be, or it is assumed that 
we can know when it is what we want it to be, even although we 
cannot tell whether it is becoming more or less like what we want 
it to be, when it is seen to be changing The latter alternative is 
absurd, and so it must be supposed that the author is maintaining 
that one person can never be said to be really better off than 
another in any sense other than that he has a greater money income 
This IS a most unconvincing position to take up, although it is, of 
course, the only possible position if one insists on trying to avoid 
making interpersonal comparisons of mental states It amounts to 
telling people that they ought to ignore everything except money 
income (and capital?) when they decide what they think the dis¬ 
tribution of income ought to be. 

It IS suggested that our only ‘objective’ criterion of relative well¬ 
being IS money income. The word ‘objective’ has many meanings. 
It may mean ‘unbiased’ or ‘measurable’, but, since Professor 
Lerner holds that one cannot ever say whether one person has 
more or less satisfaction than another, it appears that he is using 
the word ‘objective’ to mean ‘empirical’ ^ But how can it possibly 
be maintained that money income is an indication of relative well¬ 
being, when the latter cannot be empirically determined ? Relative 
well-being either appears to become a metaphysical concept, or to 
become identical with money income. What other alternative is 
there if money income is our only test ^ What can mOney income 
be a test of, except money income, if no other evidence whatever 
IS admitted 

Professor Lerner has tried to show that we need only be inter¬ 
ested in money income, because it can be proved that an equali- 
tarian distribution of money income is more likely than any other 
to maximize the aggregate amount of satisfaction in the com¬ 
munity It is worth examining how this conclusion is arrived at in 
the face of a denial of interpersonal comparisons of satisfaction. 

It IS rather difficult to understand the position which Professor 
Lerner seeks to maintain. He says that we can know that different 
people’s satisfactions are ‘the same kind of thing’, and ‘it is not 
meaningless to say that a satisfaction one individual gets is greater 

* e g *But these things [marginal utilities of income] are not capable of bemg 
discovered’, op cit, p 29 



THE DISTRIBUTION OF WELFARE 59 

or less than a satisfaction enjoyed by somebody else^ ^ On the 
other hand, Professor Lerner insists that it is impossible to discover 
whether the marginal utility of income is greater or less for A than 
for He also states that when a man says 'Thy need is greater 
than mine’ he may be talking sense, even if it is not possible to 
discover whether he is right or wrong 

The position thus appears to be one in which it is maintained 
that It is meaningful to say 'A is happier than jB’ although this 
statement cannot iti any circumstances be verified or falsified 
Thus Professor Lerner is apparently basing his claim, to know 
that the satisfactions of different people are the same kind of thing, 
on some special form of intuition But what is meant by saying that 
they are 'the same kind of thing' ? From the following argument of 
Professor Lerner’s the answei seems to be that he means simply 
that the satisfactions of different people may be added, although 
one cannot know whether one is greater or less than another 

Thus the three propositions fundamental to the argument are: 

I The statement 'A is more satisfied than is not verifiable, 

2. The statement ‘One pound would increase A's happiness 
more than is not verifiable 

3. The statement T am adding A's satisfaction to makes 
sense 

Because one never has, he maintains, any reason whatever for 
supposing that A has more or less capacity for satisfaction than B, 
Professor Lerner next assumes that it is equally probable that a 
shift of money fi om A to By when they have equal money incomes, 
would increase or decrease total satisfaction From this assumption 
It would follow that, out of a large number of such shifts, 50 per 
cent, would increase and 50 pel cent would decrease total satis¬ 
faction. But the assumption of equiprobability is suiely illegitimate 
It would be legitimate as a working hypothesis if there was some 
conceivable way of testing the conclusions. But since the author 
maintains 'the impossibility of measuring the satisfactions of dif¬ 
ferent people on the same scale’,^ it follows that there is, on his 
principles, no conceivable way of testing the conclusion Since from 
complete ignorance nothing but complete ignorance can follow, it 
IS evident that Professor Lerner must claim an intuitive apprehen¬ 
sion of equiprobcibilities if this step in his argument is to be valid 

* Op. cit, p 35 ^ Op cit, p 29 5 Op cit, pp. Z4, 25 
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Finally^ m order to arrive at the conclusion that equal money in¬ 
comes will probably maximize satisfaction, the argument from 
total Ignorance (or metaphysical intuition) has to be invoked again, 
as well as the reasonable assumption of diminishing marginal 
utility of income to any given individual ^ 

Thus the contention that we need not worry about anything 
except money income, because an equal distribution of money is 
most likely to produce most happiness, breaks down But is the 
contention in the least plausible without this support? If we as¬ 
sume an equal distribution of money income, changes in prices 
would only alter relative well-being m so far as tastes differed. 
There is some plausibility in the view that tastes would not differ 
very much if money incomes were equal, and therefore in saying 
that money incomes would be an adequate guide to the distribu¬ 
tion of real income. But it still would not be very plausible unless 
tastes were also assumed to be adaptable and price changes small 
Moreover, it would still only be true that relative money incomes 
would be taken as a guide to real incomes One would always be 
ready to abandon the money criterion, if it was observed that some 
price change made a great difference to some individual. But, as 
soon as we come to consider an inequahtarian society, the view that 
It IS only money income which is impoitant loses all plausibility. 
No one believes that one can simply ignore a large change in the 
price-ratio of necessities and luxuries 

Let us now return to the utilitarian argument that an equali- 
tarian distribution of real income will maximize satisfaction. We 
have seen that this argument is based on the ability to compare 
differences in satisfaction On certain assumptions, which will be 
discussed below, it follows that satisfaction or happiness is maxi¬ 
mized when the marginal unit of money makes the same difference 
to everyone, that is, when the marginal utility of money is equal for 
everyone. It follows again that we have an equalitaiian distribution 
of purchasing power when the marginal utility of money is equal 
for everyone, or, as we have argued before, the statement ‘as 
one gets really richer the marginal utility of money falls' is a 
tautology 

We must now ask whether this statement really is a tautology 
In other words, does it mean the same to say *A*s economic well¬ 
being IS greater than 5 ’s' as it does to say ‘a small extra amount of 
* See op cit,, pp 26-32, for a full statement of the argument 
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money would make less difference to happiness than to ? 
(The statement economic well-being is greater' or is really 
wealthier', does not, of course, mean the same as is happier*.) 
Take the case of A, who is a miserable millionaire, and B who has 
little money, but is happy. A little more money would make no 
difference at all to A, but it would raise B from happiness to bliss. 
Such a case, of course, supports the above view, for it would be 
extremely paradoxical to say that B was really wealthier, although 
he is, it is admitted, happier. Indeed, it is not very easy to think of 
a case in which it would not be paradoxical to say that A was really 
wealthier than Bj but a little more money would make more 
difference to his happiness than it would to £*s The millionaire 
miser might seem to be an exception If you give him a little more 
money his face still lights up, and on this account one might have 
to say he was really pooier than a man with much less money—so 
much less that it would seem a paradoxical thing to say. But this 
may only be a pnma-facie exception One does not think that the 
little extra money really makes any difference to the miser's happi¬ 
ness, even though it gives him a momentary satisfaction Happiness 
IS not a sum of satisfactions 

Also the present view is strongly suppoited by ordinary lan¬ 
guage and thought The phrase ‘But money means more to me 
than you* is often used, and shows that people do indeed compare 
marginal utilities of money, It is also clear that they might equally 
well have said Tut I am poorer than you’ In a typical context the 
two phrases would be interchangeable But, nevertheless, one 
cannot go so far as to maintain that ‘money means more to a poor 
man* is a tautology There are exceptions For instance, one would 
not want to say that a melancholic with £^oo per annum is really 
as rich (has as high a real income) as a millionaire, just because he 
IS so sunk in misery that no extra amount of money would make 
any difference to him It does seem, however, that we have to call 
in abnormal people to provide exceptions Thus the utilitarian 
doctrine that economic equality produces the most happiness is 
not a correct analysis of how people use the phrase ‘economic 
equality*, although it is quite a good analysis. 

Of course, if you ask someone to compare the real wealth of two 
men, the first thing he will look at will be their money incomes. 
That IS perfectly reasonable, because it is a matter of experience 
that the two are closely correlated. But if there are any rather 
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exceptional circumstances, if their tastes are widely diflFerent, if 
they are faced by different prices, if it is known that one man hates 
his job and is only just induced to stay in it by a big salary, and so 
on, then one would want to look farther than money income, or 
total resources valued in money terms (The difference between 
the two is that most people would think that capital has a higher 
real yield than the actual money income it yields, for example, 
security and the possibility of using it as a stop-gap while looking 
for a better job, &c ) One would try to assess in some way the real 
value of the man’s money to him. One might look at the lives both 
lead, ai^d decide which one would choose oneself. But if one 
realized that one’s own tastes were exceptional, one would try to 
be more objective, then one might well base one’s estimate rather 
more on the marginal utility of money principle In conclusion, I 
think that one can say that, in the last resort, people make such 
judgements of relative real wealth partly on the basis of their own 
preferences, but partly by estimating what difference a little more 
or less money would make to the happiness of the people concerned. 

Let us suppose, then, that a man judges that two people have 
the same real income Does it follow that it would be impossible 
to increase happiness by taking money away from one and giving 
It to the other? We have seen that it doesn’t necessarily follow, 
because we have come to the conclusion that ‘an equal marginal 
utility of money’ is not a correct definition of ‘economic equality’, 
and therefore that the utilitarian doctrine is not quite right But, 
nevertheless, the relative marginal utility of money is a good 
criterion of relative well-being, and therefore we can say, m 
general, that an equalitarian distribution of real income would 
come near to maximizing happiness tf certain assumptions could 
safely be made These are 

(rt) that the process of redistribution which may be required 
does not decrease happiness (Such a redistribution might 
requiie political changes, which some might think would 
decrease happiness on their own account Again, the re¬ 
distribution might be thought to conflict with some ethical 
principle, such a conflict being, m the long run, unfavourable 
to happiness) 

{b) if people can be validly treated as independent units whose 
happiness depends only on what they themselves have and 
consume, 
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(t) if the production of goods and services is not adversely 
affected; 

{d) If people^s tastes are not changed by virtue of increasing 
their income so that they get less happiness from a higher 
income 

To a certain extent, then, and with sweeping assumptions, the 
thesis that economic equalitananism produces the maximum 
amount of happiness is more or less true But it is very important 
to realize that, in so fai as it is true, it is a linguistic statement. It 
IS almost a tautology Its truth is discovered by seeing how people 
tend to judge economic equality. It is a fact about language, that is 
about a particular usage ot the word ‘equality', and not a fact about 
the real world. But, although it is almost a tautology, it is a very 
important statement which can have much influence, if only 
because people forget what equahtarianism must mean if it is to 
be true; people may, for instance, wrongly interpret equahtanan- 
ism in such a context as referring to equality of money income, 
whereas m fact it tells us nothing whatever about what distribution 
of money would pioduce most satisfaction It is this ambiguous 
nature of the word ‘equality’, taken m conjunction with the per¬ 
suasive force of the phrase ‘maximum happiness', which can make 
such a tautology into a powerful and persuasive slogan ^ 

It is obvious that the assumptions referred to above are very 
important, and that people may disagree greatly as to how realistic 
they are, and as to the effect on happiness of their not being 
realized So long as it was thought that interpersonal comparisons 
were value judgements, it had to be held that any discussion of the 
effect on happiness of the failure of these assumptions consisted 
merely of value statements Thus a prejudice against an argument 
which directly involved interpersonal comparisons was set up If 
one said that one thought that such and such a distribution of real 
income would maximize happiness, it was thought that one could 
only be making propaganda for one’s own view of what the social 
order ought to be 

But to argue that equality would decrease happiness because 
inequality provides incentives, and an outlet for ambition, or that 

* It may be noticed that if people judged relative well-being by reference to 
the marginal welfare of money, and if they regarded ‘well-being’ as a purely 
ethical word, then it would be tautological to say that an equal distribution of 
well-being was the best distribution 
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It would decrease happiness because the expenditure of the richer 
classes adds greatly to other people’s happiness in the long run 
by making possible a higher culture, is not merely propaganda. 
Nor, on the other hand, is it meiely propaganda to maintain that 
inequality results in envy, hatred, and jealousy, and that the expen¬ 
diture of the rich therefore has external diseconomies of consump¬ 
tion (External economies and diseconomies in production have 
received very wide attention, the process of taking each consumer 
as an independent unit ignores the economies and diseconomies of 
consumption, which have been comparatively little noticed, but 
may be far more important.) We shall see in the next chapter that 
It IS possible to speak of the causes of changes in the happiness of 
a community in a descriptive manner, but that it is not possible 
to speak of them in a purely descriptive manner. A value element 
always enters in But it is not true that the value element enters in 
because interpersonal comparisons are value judgements 

It has already been implied that, even if people were agreed on 
the distribution of real income which would produce most happi¬ 
ness, they may still disagree how money incomes should be distri¬ 
buted m order to produce this degree of equality of real incomes 
Two people may very well differ in their estimation of whether A 
or B is really better off We must notice, howevei, that the distri¬ 
bution of real income is not a precise concept at all If all pairs of 
individuals were taken, and some observer was asked to judge in 
each case which of the pair was really wealthier, there would be an 
enormous number of cases in which he would not be prepared to 
give a definite answer, In most cases where an individual would 
give a definite answer, then the majority of individuals would 
probably give the same answer. This means that if it was decided 
that people should be made economically equal, there would be an 
infinite number of different distiibutions of money income which 
would all correspond with any one mdividual’s idea of equality. 
At the same time, there would probably be no distribution which 
would correspond with everyone’s idea of equality. The disagree¬ 
ment would come about mainly as a result of each individual being 
particularly interested m a different small class containing only a 
few particular pairs of individuals, and he would examine these 
cases much more closely than others. Nevertheless, such disagree¬ 
ment could easily be exaggerated If people think on such matters 
as they normally do, largely in terms of broad social groups, or 



THE DISTRIBUTION OF WELFARE 65 

average individuals, and not about particular cases, there would 
probably be a wide measure of agreement as to which groups were 
really wealthier, and which really poorer 

People are not likely to dispute whether a single man with 
^2,000 per annum is better or worse off than another single man 
with ;£Soo They might, however, very well dispute whether taxing 
the former and subsidizing the latter would increase happiness. 
This would not be a dispute about whether say, the last £100 made 
more or less difference to the happiness of the rich man. The 
principle of the diminishing marginal utility of income is not nor¬ 
mally a point at issue at all This principle sets the prima-facie 
static case for equality of real income, the real aiguments follow. 
Thus It IS clear that one such case cannot be treated alone But if 
many such cases are considered, then, for instance, the external 
effects, which are ignored by simply ti eating each pair of indi¬ 
viduals separately as though a transference between them had no 
effect on anyone else, come in In fact, the important questions 
which are left on one side by the assumptions (a), (^), (c), and (c?), 
mentioned above, provide the meat of the real arguments on this 
subject 

Finally, the question of what distribution of money income 
would maximize happiness is, to some extent independent of 
the question how money and pioperty ought to be distributed 
Most people would agree that it is a good thing to try to make the 
country happier, but they would not necessarily agree that this is a 
consideration which must outweigh all others In an extreme case, 
someone might think that it was wrong ever to harm someone in 
order to benefit someone else. (He might also hold that happiness 
could never, in the long run, be increased by doing wrong, and 
therefore that no redistribution of income can increase happiness, 
even though happiness would be greater in an equalitarian society 
if it could evolve without one deliberately having to harm some 
people for the benefit of others) People can also hold moral views 
about the mechanism of distribution Thus it has been held that 
interest is evil, and that a man ought to receive the value of his 
marginal product Again, people may hold that it is wrong to 
‘confiscate’ capital,^ but all right to tax income Thus the question 

* What IS meant by saying it is to so 7 ne extent independent will become clear later 

* The word ‘confiscate’ is enclosed in inverted commas because it is an 
emotive word 
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of how income and property ought to be distributed does not 
simply depend on the question of what distribution would maxi¬ 
mize happiness; all kinds of other ethical issues may be involved, 
apart from the major ethical premise that, cetens panbus, one 
ought to increase happiness In fact, few people would consider 
that other things ever are equal, or a matter of ethical indifference. 

We have, in this chapter, endeavoured to show that. 

I. Interpersonal comparisons of satisfaction are empirical 
judgements about the real world, and are not, in any normal 
context, value judgements, 

3. People are interested in the distribution of real wealth, which 
presupposes interpersonal comparisons of mental states, 

3. The distribution of real wealth is a very imprecise concept, 
and, in particular, economic equality is a very imprecise, 
rough and ready sort of idea, which will differ from person 
to person; 

4 The utilitarian argument for equality is sound if correctly 
interpreted, but it tells us nothing about what distribution 
of money or property will produce equality, furthermore, it 
presents only a prima-facie case for equality, and is not really 
a point at issue between those who dispute about such 
matters, 

5. It IS possible to discuss the causes and effects of the happi¬ 
ness, both of individuals and countries, such discussions do 
not consist merely of value judgements, although, as we 
shall see, a value element is almost always involved, 

6. The question what distribution of income would maximize 
happiness is partly independent of the question how income 
ought to be distributed. 

A discussion of the relation of descriptions and cause and effect 
statements to value judgements is now overdue, the fact that it 
has not been considered has, indeed, already begun to cramp our 
discussion. 



CHAPTER V 


VALUE JUDGEMENTS AND 
WELFARE ECONOMICS 

In the last chapter we denied that statements such as is 
happier than or would make more difference to happi¬ 
ness than to fi’s’ are merely value judgements. We also held that 
It is possible to discuss the causes of the happiness, or changes in 
the happiness, of groups of individuals, and that such discussions 
certainly do not consist merely of value judgements. Some further 
discussion of the function of value words, and of the nature of 
value judgements, and their importance in economics, is now 
required. 

Whether a word is a value word depends on the context. It is 
clear that *You ought to go home for your father is dying* is a 
value judgement, and that m this sentence the 'ought* has a moral 
force On the other hand, in the statement ‘You ought to go home 
if you want to avoid being recognized’, the 'ought* has no moral 
implication, Now it is possible that the word 'happiness* may have 
ethical implications m some contexts. Whereas it has no moral 
force in 'A is happier than B\ it may have in the statement 'That 
change would increase the happiness of society* The moral force 
here would depend on the combination of the word 'happiness* 
with 'increase* and 'society* 

It is nowadays widely held that ethical judgements do not de¬ 
scribe facts To call someone good is not in the least like calling him 
tall. It does not describe any fact about him. Nor does it describe 
any relation which exists between him and the person who says he 
IS good When I call someone 'good*, I am not saying that I am 
experiencing a certain feeling, which I have whenever I think of 
him. In other words, ethical statements do not, it is held, describe 
either external or internal facts 

The above view is too simple It may be the case that I only call 
a man good when he has certain characteristics, and lacks others I 
may have some rough and ready criterion of goodness, and when I 
say that a man is good, I am, then, partly describing him. I am 
saying that there are certain facts about him—facts which I regard 
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as sufficient to warrant the use of the word ‘good* But other people 
will probably use the word in different ways, and refuse to call him 
good There IS certainly no settled and agreed descriptive usage for 
ethical words, as there is, to a much greater extent, for such words 
as ‘tail’ or ‘brown* This suggests that there must be a reason why 
people do not agree on how, and when, to use ethical words. The 
reason is that ethical statements do more than merely describe 
Now although I have said that the view that ethical statements 
do not describe anything is too simple, nevertheless in some cases 
it IS correct. The sentence ‘You ought not to commit murder’ 
certainly does not describe anything. It tells a person how not to 
behave. This suggests that all ethical statements may have some- 
thing in common with such statements as ‘You ought not to com¬ 
mit murder*, even if they are at the same time descriptive There 
may also be an element of telling people how to, or how not to, 
behave The word ‘telling* is, however, too strong. If I say ‘Smith 
and Jones are good men*, I am not telling anyone to emulate their 
behaviour Nor if I say ‘Hamlet is a good film* am I telling people 
to see It if they can. But I am certainly suggesting that they go to 
see It Such statements may be said to be influential, or persuasive 
This IS, I think, the reason why people tend to disagree on how 
ethical words such as ‘good* should be used Different people like 
to see different kinds of behaviour, they want different sorts of 
films performed, and pictures painted 

It IS not only ethical judgements which have this function of 
influencing, suggesting, and persuading Take such a statement as 
‘That picture is revolting* Now if the hearer knew what sort of 
picture the speaker was wont to describe as revolting, the statement 
might convey to him some information about the picture But 
even if no information was conveyed, the statement need not be 
entirely useless It might alter the hearer’s artistic tastes, and stop 
him telling others that it was beautiful Thus aesthetic judgements, 
even if descriptive, also have the same kind of persuasive or 
recommendatory force as ethical judgements, 

We propose to call all judgements, which have this kind of 
force, value judgements. We may add, in order to distinguish them 
from imperatives—commands and requests—that they must be in 
the indicative mood For our purposes, in this book, we do not 
require to have any criterion to distinguish value judgements 
which are ethical from those which are not For that we would 
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require a theory of ethics It is sufficient, for our purposes, to be 
able to distinguish pure descriptions from descriptions which are 
also value judgements, and from pure value judgements with no 
descriptive content. It is, I think, true that the value judgements 
which enter into welfare economics are of an ethical kind, but that 
IS incidental 

Now the most important kind of value judgement entering into 
economics is that which is also descriptive Such judgements 
describe facts m a way which tends to influence the attitudes which 
people adopt towards such facts, and hence to influence their 
characters and behaviour. The way m which this is best done is 
to take a word which in certain contexts has a strong appeal, say 
‘democracy*, and then to use it to describe something which it was 
not originally used to desciibe The word, by virtue of its having 
been used to describe states of affairs, which people have come to 
regard with approval, has itself acquired an emotive force The 
new states of affairs, which it is later used to describe, bask under 
the now favourable light which the word sheds on them If the 
word ‘democracy* is applied to a certain state, not only does it 
invest It with a general aura of approbation, but also it serves to 
emphasize those aspects of the state which may be democratic, and 
to cover up those aspects in which it is undemocratic. If this sort 
of thing is done too blatantly the word loses its emotive force, and 
becomes discredited, as the word ‘democracy’ is now largely dis^ 
credited m the eyes of well-educated people But if the shift m 
descriptive meaning is not very great, and the emotive word is not 
too obviously emotive, then these peisuasive descriptions may 
remain persuasive and influential for a long time The process of 
defining, whether implicitly or explicitly, an emotive word in such 
a way that one can or does apply it to something one wants to be 
persuasively desciibed is known as giving the word a persuasive 
definition ^ 

Persuasive definitions are very common For instance, econo¬ 
mists would like to have the word ‘science* defined or used in such a 
way that economics can be called a science. Again, sociologists like 
to be called scientists Why^ Why should it matter to anyone 
whether their study is called a science or not ^ The answer is that 
It matters because the word ‘science’ is an emotive word The same 

* Persuasive definitions were brought to light by Professor Stevenson m an 
article of that title m Mind^ Mar 1938 
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sort of thing occurs with the words 'gentleman’, ‘poet’, 'produc¬ 
tive’, and, similarly, most people will try to avoid such labels as 
‘monopolist’, ‘rentier’, ‘capitalist’. People will argue passionately 
about the correct descriptive usage of such words, for the reason 
that they are also emotive. Emotive expressions occur in economics 
to a greater extent than, m most other subjects. A good instance 
of what can be done with persuasive definitions is Mr Kalecki’s 
conclusion that the share of the capitalist in the national income is 
equal to the degree of monopoly ^ Neither of the operative words 
'capitalist’ or ‘monopoly’ is used to describe the state of affairs or 
the class, as a result of describing which they have acquired their 
emotive force 

Value judgements can, then, be recognized by considering what 
judgements are likely to influence people, not because they describe 
m colourless unemotive language facts which people already ap¬ 
prove of, but because they describe facts in an emotive way, or 
because they are merely emotive and describe nothing at all. We 
may add that it is not sufficient that a value judgement should 
influence people One can influence people by pointing out the 
consequences of the moral or aesthetic attitudes which they have 
to certain facts A value judgement is one which tends to influence 
them by altering these beliefs or attitudes. 

We have argued m Chapter IV that interpersonal comparisons 
are descriptive judgements Let us first consider an interpersonal 
comparison such as 'A is happier than B' Now it is clear that this 
proposition may be purely descriptive, for in many contexts it 
would not serve to influence anyone’s character or behaviour in 
any way It might, however, be influential, and designed to be so, 
if It was known that someone proposed, for instance, to give the 
less happy of the two a present In such a case it still would not be 
a valu^ judgement, because the present-giver would be influenced 
only by the actual or supposed truth of a purely descriptive state¬ 
ment, and not by any emotive force which the words themselves 
have 

Is it a value judgement to say ‘^’s economic welfare is greater 
than 5*s’ ? This sentence certainly does not appear to recommend 
that anything should be done. But we have held that, given certain 

* The relative shore 0/ gross capitahst mcome and salaries m the aggregate 
turnover ts with great approximation equal to the average degree of monopoly* 
(italicized in original), Essays in the Theory of Economic Fluctuations, p zz 
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assumptions, it does imply that happiness could be increased by 
giving money from AtoB, On the other hand, these assumptions 
may be unrealistic, and few people would think that economic 
welfare is greater than 5*s’ did imply that happiness could be in¬ 
creased by taking money away from A and giving it to B If one 
said ‘happiness could be increased hy shifting monty from A to B\ 
that would, I think, be a value judgement, as we shall argue below, 
but this statement is not entailed by the statement that the marginal 
ufility money is greater for 5, or by the statement that B’s 
economic welfare is lower than ^’s Thus we may conclude that 
interpersonal comparisons of satisfaction, happiness, real income, 
or welfare are not, in any normal context, value judgements. 

Let us now take a statement such as ‘this economic change would 
increase ^’s happiness’ Is this a value judgement ? Of course, to a 
utilitarian, if we add that no one else would be in any way harmed, 
it would entail the value judgement that this change ought to be 
made. Whether utilitarians or not, most people would at least 
agree that it is a good thing to increase someone’s happiness, if no 
one else is in any way harmed So it is certainly likely to influence 
people, but it may influence them only because it describes the 
effects of a change, effects such that people will approve of the 
change, because they are already convinced that these effects are 
good, and worth bringing about As we have said, this does not 
necessarily make our judgement a valuejudgement, because people 
may be influenced only by the nature of the facts described, and 
not at all by the way m which they are described. 

But we must notice that, since most people approve of happi¬ 
ness, and think that it is a good thing to encourage it, the word 
‘happiness’, or rather the phrase ‘increase of happiness', must have 
acquired considerable emotive force, just as the word ‘democracy’ 
acquired emotive force because people approved of democracy. 
Thus, if we say that some change would increase happiness 
and harm no one else, our audience is hable to be influenced not 
merely by the described effects, but also to some extent by the way 
in which they are described. It is, of course, possible to hold that 
happiness ought not to be increased But anyone who maintained 
that a certain change would increase happiness, and would have no 
other harmful effects whatever, and yet ought not to be carried out, 
would not merely be maintaining something which few would 
agree with, but would also be saying something that was slightly 
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paradoxical It may be concluded that the phrases ‘increase of 
happiness' and ‘increase of welfare' are often emotive. 

But when these phrases are applied to particular individuals, the 
emotive or persuasive effect vanes very much with the context It 
IS obvious that the statement ‘you would make your mother happy 
if you visited her occasionally' is not merely a causal statement It is 
also persuasive and suggestive. It is not so very different from ‘you 
ought to visit your mother occasionally because it would make her 
happy' On the other hand, when a particular individual is named, 
one cannot very easily misapply the phrase or word ‘increase of 
happiness’ or ‘happier' and use it to describe in an emotive manner 
a situation which is not a case of increased happiness, as one can 
apply the word ‘democracy’ to a state which is not democratic The 
difference is that people know quite well how to judge happiness, 
and ‘an increase of happiness' when applied to a particular indi¬ 
vidual is a fairly precise description Such a word as ‘democracy’ 
has, in contrast, only a vague descriptive connotation and can be 
easily misapplied in a persuasive manner 

The case is, however, rather different when we come to discuss 
a general criterion for an increase in an individual's happiness. 
Such a criterion could easily be persuasive, because it would be 
applied to individuals in general, and the results would not be 
checked by reference to actual individuals In welfare theory it is 
simply applied to a variable ^X\ which is assumed to stand for 
any individual. In this context the question of divergence from 
ordinary descriptive usage is difficult to answer The criterion will 
apply well to some individuals, and badly to others. Since the 
question whether it is, in general, m accordance with ordinary 
usage IS a vague one, there is plenty of room for persuasion The 
harder it is to formalize the ordinary usage of an emotive expres¬ 
sion, the more scope there is for persuasive criteria, or definitions, 
of the expression 

Welfare economics is not very much concerned with changes 
m the welfare of individuals as such. It requires a criterion of an 
increase m the welfare of individuals only because the welfare of 
the community is regarded as a logical construction from the wel¬ 
fares of actual or representative individuals Thus the criterion of 
an increase in individual welfare is not used with reference to 
particular individuals, but as a basis from which to deduce con¬ 
clusions about increases and decreases of welfare or happiness in 
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general. Since people normally think that such increases are good^ 
and such decreases bad^ it follows that any criterion for an increase 
m individual welfare will be very influential. It should be noted 
that this IS the case, quite apart from the facts of emotive language. 
People might be deceived, by a criterion for ‘an increase in indi¬ 
vidual welfare*, into thinking that a certain change would increase 
happiness, when it would not, and therefore be deceived into 
thinking that the change would be good Thus it is possible that 
people should be partly deceived and partly influenced into 
believing that a certain change is a good change Both the decep¬ 
tion and the influence are very much easier to engineer when one’s 
conclusions are about communities, because one cannot check up 
on whether a community is happier in the same way as one can 
check up on whether an individual is happier 
We noticed in Chapter III, when discussing the choice criterion 
for ‘an increase in economic welfare*, that people might well dis¬ 
agree as to whether one should say, in certain cases, that a man’s 
economic welfare had increased We instanced the case of a man 
who had become middle class, having been working class, and then 
lost money after he had acquired middle-class habits, but he could 
still buy the goods of hts original situation Should we say that this 
man’s economic welfare had increased m his last situation as com¬ 
pared with his original situation? Someone might well insist on 
saying that it had, because otherwise it would mean admitting 
that a person could have more money and less welfare (supposing 
prices had not changed) But comparing the welfare of the same 
person before and after any considerable change of taste is very 
like comparing the welfare of two different people Thus to refuse 
to admit that there was an increase of welfare in the above case 
would be tantamount to denying that an equahtanan distribution 
of money need be the best distribution. Anyone who held that 
money ought to be equally distributed would recognize the emo¬ 
tive force of this denial, and might therefore insist on saying that 
the economic welfare of our specimen had increased Thus a 
person who believed in equality of money (no matter why) might 
seek to press the acceptance of a criterion for an increase in wel¬ 
fare which would serve as a basis for the deduction of the theory 
that welfare was maximized when money was equally distributed. 
People with different views would press for different criteria 
So far we have not discussed the real income of an individual. 
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Now in any situation, such as the above one, when the choice 
criterion is complete (i.e. the individuars present money income 
IS more than sufficient to buy the past collection of goods, and 
his past money income was insufficient to buy the present collec¬ 
tion) some economists may want to say that the individual’s real 
income is, at any rate, greater, even if his economic welfare is not 
necessarily greater. It is important to see that they would not be 
makmg any further descriptive statement by saying this. As we 
have mentioned before, there is no objective sense in which one 
bundle of goods is greater than another, except when there is more 
of every kind of good But no one wants to say that an individual’s 
real income is higher only when this unlikely condition is satisfied. 
Thus what these economists want to do is simply to substitute the 
phrase *has a higher real income’ for my phrase hs m a chosen 
position’. I prefer not to do this because I think the former phrase 
tends to beg the question whether it is a good thing for an indi¬ 
vidual to be in a chosen position Everyone tends to assume that 
more real income is a good thing The phrase is, in other words, 
suggestive. It is, m fact, suggestive in two ways— {a) it suggests 
that any change, which it is used to describe, is a good change, and 
(b) It suggests that there is something, called real income, which 
can be said to become larger or smaller in some perfectly objective 
sense This latter suggestion is simply false, and the former might 
be undesirable The statement 'A is in a chosen position’ is less 
technical, less misleading, and less colourful than the statement 'A 
has a higher real income’. One must first agree that it is a good 
thing that an individual should be m a chosen position, before one 
uses the choice criterion as a criterion of increased real income In 
this respect there is no difference between changes in welfare and 
changes m real income 

There is thus a danger that the phrases *an increase m an indi¬ 
vidual’s welfare’ and ‘an increase in an individual’s real income* 
may be persuasively defined But, at the same time, there is a check 
It IS possible to discuss whether the criterion is, or is not, in reason¬ 
able accordance with ordinary usage in a more or less dispassionate 
manner, because people are fairly well agreed as to what changes 
would, in the short run at least, increase an individual’s happiness 

But when we come to deal with happiness in general the situa¬ 
tion IS, as we indicated, very much more difficult We have, for 
instance, seen that there would be wide agreement that happiness 
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would be increased by transferring money from a man with £2,000 
per annum to one with £500 per annum, given certain assumptions 
But where the validity of these assumptions is called in question, 
as it is certain to be, then there would be very considerable dis¬ 
agreement This disagreement could not, for many reasons, be 
reconciled by the empirical process of seeing what sort of economic 
changes did, or did not, increase the happiness of a community. 

The two most important reasons are, first, that one cannot make 
a controlled experiment with a large community, there is sure to 
be a large number of changes, economic and otherwise, apart from 
the experimental change Secondly, and most important, there 
would be considerable disagreement as to whether the community 
was happier or not, even if one could make such an experiment 
Each individual may mean something desciiptive by saying that 
the community is happier, but no individual can observe the whole 
community, and each will inevitably take different facts into 
account The larger the group of people being considered, the 
greater the disagreement is likely to be If the group consisted of 
only two or three individuals, we might, for instance, get wide 
agreement as to what changes would increase happiness, especially 
if the observers were not members of the group But the group 
under consideration is noimally a whole country. Evidently ‘the 
happiness of the community* can only have the vaguest possible 
descriptive meaning in such cases, if it has any at all Also, of 
course, to say that the happiness of the community would be 
increased, while it has only a very vague factual meaning, which 
differs from person to person, has very strong emotive significance 
Although people would disagree greatly about whether the com¬ 
munity was happier, and even more about the causes of changes in 
Its happiness, there would be wide agreement that anything which 
would make it happier would normally be a good thing 

It IS clear that, m such circumstances, a definition or criterion of 
‘an increase m the happiness of a community* is certain to be a 
persuasive criterion, and that any theoretical conclusion to the 
effect that such and such a change would inciease the happiness of 
the community is certain to be an emotive, influential recom¬ 
mendatory kind of conclusion It would be a value judgement, 
tending to alter people*s attitudes to the change in question, not 
because it clearly and unequivocally described some precise sort 
of result, which they believed to be good, but rather because it 
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Stated an effect m terms which would have a different, rather 
vague, descriptive meaning for everyone, but the same emotive 
significance for all. In the previous chapter we concluded that 
judgements about the causes of the happiness of individuals and 
communities are not merely value judgements We now see that 
where the individual is concerned such judgements are mainly 
descriptive, although a slight value element may be present, but 
where communities consisting of a very large number of people 
are concerned, then the descriptive content is nebulous and weak, 
but the value content strong 

In the above discussion, and m previous chapters, we have used 
the words ‘welfare^ and ‘happiness’ almost as though they were 
synonymous It will be remembered that, at the very beginning, we 
translated ‘this change would increase A*s economic welfare* into 
‘this change would alter economic circumstances in a manner 
favourable to ^’s happiness’ The descriptive content of the two 
statements may not be very different But, in my opinion, the 
phrase 'increase of welfare’ has far greater emotive foice than the 
phrase ‘increase of happiness’. The meaning of a statement such as 
'X would increase welfare’ is much less clear than the meaning of 
the statement would increase happiness’. It may well be possible 
to convey an emotive effect by arriving at a welfare conclusion, 
which would not be possible using the word ‘happiness’, simply 
because the descriptive meaning is clearer with the latter termino¬ 
logy, and therefore a conclusion in terms of happiness may make 
people sit up and say ‘I don’t believe it’, while they might have lam 
down under the welfare conclusion, simply absorbing the emotive 
significance without having any very clear idea about the descrip¬ 
tive meaning of the phrase at all 

Some people may say that ‘increase of welfare’ is a purely ethical 
expression, and that its only connexion with ‘happiness’ is that 
most people would agree that happiness is a good thing, but not the 
only good thing If this is correct, then welfare economics is an 
ethical study right from the start. This seems to me to be almost 
certainly the coriect view, because the sentence *X would increase 
welfare’ surely does not entail any sentence about satisfactions or 
happiness, Up to this point we have tried to give those economists 
who hold that welfare economics is, or should be, a positive 
study of the deteimmants of happiness the best possible run for 
their money by supposing that statements about welfare were 
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logically reducible to statements about happiness But, even if 
this were true (which it is not), it still could not be claimed that 
welfare economics is a merely scientific study, because the phrase 
‘increase of happiness*, especially when applied to a society, is 
emotive Thus the question whether the word ‘welfare* has any 
descriptive reference is not very important, because any such 
reference would be to happiness or satisfaction, and the reformu¬ 
lation of welfare economics m terms of satisfactions, or happiness, 
would not turn it into a purely positive study 

The truth of the contention that welfare conclusions are value 
judgements is borne out by the ease with which welfare econo¬ 
mists slip from talking about economic welfare into using a frankly 
ethical terminology It would perhaps be invidious to give specific 
examples, but we will indicate the kind of language which has 
come to be frequently used. 

First, the word ‘economic* usually gets left out This greatly 
increases the emotive effect. If I say ‘this change will increase 
economic welfare*, it is open to anyone to say ‘perhaps, but it will 
not increase political welfare, or welfare in general* This reply is 
not open if I leave out the word ‘economic* Putting it in always 
suggests that the economist’s conclusion is not the last word, and 
that, therefore, the conclusion is not to be taken as a definite 
recommendation 

Secondly, the word ‘social’, or ‘community*, or ‘national* is often 
inserted where ‘economic* is left out This also increases the per¬ 
suasive effect, for all these words are highly emotive to different 
classes of people Thirdly, instead of ‘increase of economic welfare* 
we very often find the word ‘benefit* ‘Benefit* is obviously an 
ethical word. ‘Social benefit* and ‘social advantage* have also been 
used. 

It does not seem very likely that these terminological changes 
could have been so easily made if there was nothing ethical ^about 
the word ‘welfare* at all, especially as the economists who have 
made them do not apparently profess to believe m ethical utili¬ 
tarianism. On the contrary, it has been claimed that welfare 
economics is a precise objective science, without any ethical pre¬ 
suppositions That this claim could have been made in the face of 
the use of expressions such as ‘social advantage*, ‘social benefit*, 
and so on, is extraorditldry. It is also difficult to see how one can be 
very precise or objective about anything so vague as the happiness 
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of the community, (We will say something more about the preci¬ 
sion of welfare economics when we deal with the so-called New 
Welfare Economics in the next chapter ) 

The recommendatory force of the new welfare economics has 
been noticed and contrasted with the apparently more scientific 
inquiry into the causes of welfare pursued by Professor Pigou. 
To quote. 

Professor Pigou in his ‘Economics of Welfare* does not prescribe; he 
examines what would increase economic welfare, and leaves it at that. 
This is important As the ‘economics of welfare* is concerned with the 
causes of welfare, it follows that it is a positive study, and not a norma¬ 
tive study of what ought to be done. 

The study of the causes of welfare and prescription are not far apart, 
the former to most people is only a preparation for the latter. Neverthe¬ 
less they are two different things,' 

It is agreed that recent welfare economics has adopted more 
recommendatory language and is more prescriptive; it also reaches 
more definite conclusions The conclusions of Professor Pigou 
were at least dependent on the proposed changes not causing an 
unfavourable change m real income distribution, which would 
undo the good effects which the change might otherwise have 
brought about. Many recent welfare economists have simply 
ignored this important qualification I disagree, on the other hand, 
with the view that Professor Pigou was merely delving into the 
causes of welfare m an entirely dispassionate manner It is main¬ 
tained that any theory of welfare, if it reaches any conclusions at 
all, reaches value conclusions even if they are also causal state¬ 
ments I would, indeed, go rather further, and say that the ‘effect*, 
which is an increase in the happiness of a group of many millions 
of pepple, IS such a nebulous concept that it may be rather mis¬ 
leading to speak of cause and effect in such a case at all^ We 

* A. Radomysler, ‘Welfare Economics and Economic Policy’, Economica, 
Aug 1946, p 199 

^ It 13 worth noticing that, before Pigou, the word ‘welfare* was little used 
Economists mostly used the word ‘satisfaction’ Pigou appears to have popu- 
lanzed the use of the word ‘welfare’ by calling his book The Economtcs of Welfare, 
and, since then, there has been comparatively little use of the ‘satisfaction’ or 
‘happiness’ terminology. Pigou marked the transition because although his work 
was called The Economics of Welfare, he made considerable use of the word 
‘satisfaction’ in the text, but also spoke of ‘benefit’, &c As we have pointed out, 
the ‘welfare’ terminology (including such phrases as ‘social benefit’, ‘social 
advantage*) is much more ethical and leas descriptive than the ‘happiness’ 
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expect ^causes^ and * effects’” to be descriptions of things or events 
the existence or occurrence of which can be fairly objectively 
determined (By ‘objectively’ we mean that there should be more 
or less precise tests which people would agree on.) The statement 
‘If you do this, the happiness of the community will increase’ can¬ 
not be tested in the way in which we expect most of those state¬ 
ments, which we call causal, to be tested. It is, of course, legitimate 
to say ‘such and such would cause an increase in the happiness of 
the community’. One can also say ‘the provision of more school¬ 
teachers would cause an improvement in children’s morals’. But 
neither of these statements is like the statement ‘pressing the 
accelerator would cause an increase in the speed of the car’ They 
are all causal statements, but of quite different kinds. To speak of 
causes and effects rather suggests scientific tests, and it certainly 
suggests that there are some more or less generally agreed tests of 
whether the result of the cause has been the predicted effect But if 
‘cause and effect’ suggests this, then it is misleading to speak of 
welfare economics as a study of the causes of the welfare of com¬ 
munities, although It IS not misleading to speak of the causes of 
happiness in the case of particular individuals, or small groups of 
individuals 

Welfare economics and ethics cannot, then, be separated. They 
are inseparable because the welfare terminology is a value termino- 

termmology The timing of this change of emphasis is interesting For the ethical 
utilitarians of the nineteenth century, value judgements and descriptive judge¬ 
ments wereheld to be identical Therefore a ‘happiness’ economics had a definitely 
ethical basis As people ceased to believe in ethical utilitarianism (Pigou himself 
did not accept this theory of ethics—the teaching of G E Moore on the subject 
of naturalistic fallacies had probably inhibited such views at Cambridge) this 
logical connexion between ethics and economics vamshed Yet people study 
economic welfare largely for the purpose of discovering the best thing to do, and 
for making recommendations It was therefore not unnatural that welfare econo¬ 
mists should, without realizing it, restore the ethical force which descriptive 
happiness judgements now seemed to lack This is, at any rate, a possible explana¬ 
tion of the definite growth m the emotive and suggestive force of the terminology 
of economics in this century 

It may be noted that Dr Mymt in his book Theories of Welfare Economics 
traces the development of what he calls welfare economics from Adam Smith to 
the present day We would prefer to say that welfare economics began with 
Pigou, Before that, we had ‘happiness’ economics, and, before that, ‘wealth’ 
economics After all, Smith wrote of the wealth, not the welfare, of nations I do 
not think this is a trifling distinction The suggestive force, and the implications 
of the three phrases, ‘This would increase the welfare of society’, ‘This would 
increase the happiness of society’, and ‘This would increase the wealth of the 
nation’ are not the same 
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logy. It may be suggested that welfare economics could be 
purged by the strict use of a technical terminology, which, in 
ordinary speech, had no value implications The answer is that it 
could be, but it would no longer be welfare economics. It would 
then consist of an uninterpreted system of logical deductions, 
which would not be about anything at all, let alone welfare. As soon 
as such a system was held to be about anything, for example, wel¬ 
fare or happiness, it would once again be emotive and ethical 
Getting rid of valuejudgements would be throwing the baby away 
with the bathwater The subject is one about which nothing inter¬ 
esting can be said without value judgements, for the reason that 
we take a moral interest in welfare and happiness 

The fact that the conclusions of welfare economics are inevit¬ 
ably, in part at least, value judgements raises the question of 
whether it w^ould be best to take the view that welfare economics 
simply draws out the logical conclusions of a set of consistent 
value axioms which are laid down for the welfare economist by 
some priest or parliament or dictator. This view represents a clean 
break with the utilitarian tradition of English economics. Its sup¬ 
porters^ deny, m effect, that welfare economics need be, m any way, 
a study of happiness They subscribe, m fact, since such a study is 
still called welfare economics, to the view that the word ‘welfare* 
IS a purely ethical word, without, of course, denying that value 
judgements may be influenced greatly, or even entirely, by con¬ 
siderations of happiness. In this, I think, they are right But, even if 
they are right, this is not to say that there is nothing descriptive, 
nothing empirical, about a study of happiness. Whereas it has been 
maintained that any statement about increases or decreases in the 
happiness of a community is a value judgement, it has also been 
maintained that there is some descriptive element involved (al¬ 
though It IS possible that there is nothing descriptive about the 
phrase ‘increase of general welfare’) 

The difference between the two views may be illustrated by 
taking the case of an increase in the welfare of an individual. On 
the ‘happiness’ approach we might argue about whether an indivi¬ 
dual was likely to be happier if he was m a chosen position On the 
purely ethical approach, the economist merely deduces what fol- 

* The chief representatives of this view seem to be Professor A Bergson m ‘A 
Reformulation of Certain Aspects of Welfare Economics’, QJE, Feb 1938, 
and Professor P A Samuelson m Foimdattom of Economic Analysts^ ch viii 
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lows from the postulate Tt is a good thing that an individual should 
be in a chosen position’. 

There is, to my mind, little doubt which is the best approach. 
What, after all, is the object of welfare economics? Surely it is to 
find out what is the best thing to do in various situations. Even 
those who would claim that welfare economics is a study of the 
economic causes of happiness must admit that that is not the be- 
all and end-all of it As Radomysler, in the quotation given above, 
said, such a study would only be a preparation for prescription It 
may be argued that one could have a purely historical interest m 
welfare, and seek to be able to compare economic welfare for two 
different periods As a result, one could conclude that welfare had 
increased or decreased over the period in question It seems unlikely 
that this problem, although historical, would also be academic in 
the sense that this result would simply satisfy a craving for know¬ 
ledge of historical facts It would be invoked to support historical 
judgements about the goodness or badness of a certain system or 
regime. A judgement does not cease to be a value judgement, or to 
be influential or persuasive, because it is in the past tense. 

It IS, however, clear that if economists wait for someone to come 
along and give them a consistent set of value premises they would 
wait for ever It is not impossible to anticipate the arrival of such 
a superman^ by investigating the theories which can be deduced 
from a set of value judgements, which, it seems plausible to sup¬ 
pose, might be acceptable to at least some people m a particular 
country at a particular time If we are to be able to make intelligent 
guesses about the kind of value premises that people might think 
reasonable, it is certain that we must study what kinds of things 
are relevant to people’s happiness Also if we propose to use a 
certain criterion for an increase m the economic welfare of an 
individual—^that he is ‘on a higher behaviour line’—we must 

* It IS important to notice that putting the necessary value postulates into the 
mouth of a superman is only an expository device for the purpose of separating 
off those postulates which are value judgements from those which are not It 
must not be taken to imply that the economist has to wait for someone literally to 
give him his value premises That would imply a somewhat servile view of the 
functions ot the welfare economist The economist can, of course, investigate 
what follows from any set of value premises he likes to choose If the value 
premises are made explicit, and are not hidden, the result will be informative 
and interesting—and cannot be misleading So long as there are some people 
who would be prepared to accept the stated premises, the result cannot be entirely 
useless 
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clearly explain what this means in ordinary language or no one 
would be willing to say whether he considered it a good thing that 
someone be on a higher behaviour line or not Further than this, 
most people would want to know what effects a certain change 
would have on someone's happiness before they would be prepared 
to say whether that change would be good or not Therefore, in any 
community in which the individual is held to be of importance, it 
IS still essential that the welfare economist should inquire into the 
causes of the happiness of individuals Thus, even though there is 
no alternative to the view that welfare conclusions must be deduced 
from value premises, that does not mean to say that considerations 
such as those raised m earlier chapters, where, as far as possible, 
we tried to concern ourselves with happiness, are unimportant 
It may be remembered that, in Chapter 1 , we laid it down, by 
definition of the word 'economic', that the only things which are 
relevant to the economic welfare of society are the quantities of 
each good consumed by each individual, together with the amount 
and kind of work done, and the savings made. This definition is 
not a value judgement so long as we emphasize the word ‘economic' 
We must, however, take care that people are not misled We can 
only ensure this by emphasizing our definition, and by pointing 
out some of the considerations which are left out, and which people 
might think were economic considerations. For instance, someone 
may think that whether or not a man gets a fair wage is a matter of 
economic welfare. But we exclude this, since we concern ourselves 
only with how much he gets and what he does, and not with the 
question whether one is fair m relation to the other Some people 
may think that individuals ought to get the value of their marginal 
product, or that consumers ought not to be charged for necessities; 
or even that price ought not to equal marginal cost, or that it is not 
fair that people should get something free when the taxpayer pays 
for It. Any such considerations may be important to welfare, but 
they are excluded from economic welfare. We are concerned with 
what people get, and not why they get it, and with what work they 
do, and not with how they are paid for it 
It IS, however, important to remember that we can never con¬ 
clude that something ought to be done, from the proposition that 
economic welfare has increased The means of increasing economic 
welfare may decrease welfare in general. If we treat 'welfare' as a 
purely ethical expression, it is a tautology that welfare ought to be 
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mcreased, but if we say that economic welfare would be increased, 
that only means that welfare would be increased by the change if 
the other non-economic effects were not unfavourable. 

In the next two chapters we will discuss the foundations of the 
so-called New Welfare Economics, and sec whether any conclu¬ 
sions reached could be considered to follow from value premises 
which might be acceptable to a reasonable number of people 
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CHAPTER VI 


THE NEW WELFARE ECONOMICS (i): 
WELFARE CRITERIA 

The New Welfare Economics is new in that it claims to have 
established the ‘optimum’ conditions of production and exchange 
without adding the ‘utilities’ of dilferent persons In this respect 
It has broken with the utilitarian tradition in economics The 
founder of the New Welfare Economics was Pareto, who not only 
used the concept of ordinal preference, but also defined, for a 
society, an ‘optimum’ position which was independent of any 
necessity for adding satisfactions, or comparing the satisfactions 
of different individuals An ‘optimum’ position was one in which 
it was impossible to put any individual ‘on a higher indifference 
curve’ (or, as we shall now phrase it, ‘on a higher behaviour line’) 
without causing someone to drop to a lower one. It must be 
emphasized at once that there are an infinite number of such 
‘optima’, and that only 'the optimum’ (the best of these ‘optima’) 
IS necessarily better than any other position In other words, and 
roughly speaking, an ‘optimum’ situation (as so defined) which 
corresponds to a bad distribution of income, may well be worse 
than a ‘sub-optimum’ position corresponding to a good distribu¬ 
tion of income. It therefore follows that it cannot be said that an 
increase in welfare would follow from putting the ‘optimum’ con¬ 
dition into practice, even assuming that there was a community to 
which the analysis could be applied. 

The results were therefore essentially the same as those of the 
utilitarian analysis, in which any statement about how welfare 
could be increased, had to be qualified by a reference to whether 
the distribution of income would be favourably or unfavourably 
affected. It may also be noticed that, since the analysis relied on the 
‘on a higher behavioui line’ criterion for an individual being better 
off, It could apply strictly only to a community of perfectly con¬ 
sistent individuals, in which no one died or was born It is clear 
that if an individual were to alter his tastes while a change was 
being effected which was designed to make him better off, then the 
change might be wrong. The case is even worse if one refuses to 
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admit interpersonal comparisons (Pareto held that the utilities of 
different persons were incommensurable) for, if an old individual 
is replaced by a new individual while the change is being made, 
then nothing whatever can be said. 

It follows from the fact that one is always dealing with a changing 
community that one cannot both ‘deny' interpersonal comparisons 
and base one's system on individuals, it would be impossible ever 
to say that any change was an improvement, Pareto did not, indeed, 
clearly say when one situation could be said to be better than 
another He only laid down some of the necessary conditions which 
must be fulfilled if it is to be impossible to make some individual 
‘better off' without making any other ‘worse off'. 

Since Pareto, the theory has developed in rather different ways 
We may make a threefold classification of the various positions 
which have been taken up. These categories represent fairly 
distinct groups of writers. First there is the class ot theory which 
treats ‘welfare' as a purely ethical concept, welfare conclusions 
can be deduced only from ethical premises which must be ‘given' 
by someone Let us call him ‘superman' Little or no attention is 
paid by this school to satisfaction or happiness, although, of course, 
superman may take it into account There is, however, no neces¬ 
sary reason why superman should decide that the welfare of 
particular individuals is relevant to the welfare of the community 
at all. It IS therefore possible that a criterion for an increase m 
individual welfare would not be required Only if superman 
decided that the welfare of society was a logical construction from 
the welfares of individuals would such a criterion be necessary. 
Even then he might decide on some criterion which would evade 
the difficulty that people are inconsistent, and that ‘on. a higher 
behaviour line’ cannot be very well applied to actual individuals. 
He might decide that satisfaction and happiness were irrelevant to 
welfare. 

The ideal distribution of income is also, of course, treated as an 
ethical concept, and nothing can be said about welfare unless 
account is taken of this and all other factors which superman 
considers to be of ethical importance Formally there is no reason 
why such a system should stop at economic welfare. This school 
is concerned with deductions from consistent ethical premises, and 
any ethical variable to which superman is prepared to give 
values can be thrown in. 
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The above is a sketch of the conceptual framework of one school 
of thought Given, this framework, the usual ‘optimum conditions* 
can be derived only if the range of variables is severely limited 
Widespread assumptions both of fact and of ethical indifference 
on the part of superman have to be made, and a number of value 
judgements must be imputed to him. What these assumptions and 
value judgements are will be shown in Chapter VIII, when we 
discuss the ‘optimum* conditions and how they may be deduced. 
Here we will only say that this school is undoubtedly right in 
laying emphasis on the fact that welfare economics is an ethical 
study 

There is a second school of thought of which the following 
sketch may be made The ethical nature of the subject is not 
recognized. Welfare economics is still held to be essentially a study 
of the causes of satisfaction It is, however, recognized that welfare 
conclusions cannot be reached without considering the distribu¬ 
tion of income An ideal distribution of income is therefore pre¬ 
supposed. Interpersonal comparisons are in some sense denied, 
yet It IS held that it can be proved that some distributions of income 
give more satisfaction to the community, and even that an equali- 
tarian distribution of money income is, in this sense, probably 
best In earlier chapters we have endeavoured to show that wel¬ 
fare economics is essentially an ethical study, that a study of happi¬ 
ness IS important, but not logically essential (i.e, statements about 
welfare do not entail any statements about happiness, whereas 
they are value judgements); that one can and does compare dif¬ 
ferent peopIe*s satisfaction, and, finally, that one cannot prove 
anything about the welfare of a community We therefore disagree 
with every one of the logical presuppositions of this school. It differs 
from utilitarianism only by ‘denying’ interpersonal comparisons, 
thereby rendering utilitarianism nonsensical 

The above two schools have this in common, that they deduce 
the ‘optimum’ conditions of production and exchange as necessary 
conditions of Hhe optimum* An ‘ideal’ distribution of income is 
also regarded as a necessary condition of 'the optimum*. They say 
little or nothing about how it can be determined whether one 
‘sub-optimum* position is better or worse (or yields more or less 
satisfaction) than another ‘sub-optimum* position The impression 
is thus given that it is a matter of ‘all or nothing* Any ‘optimum’ 
position, as defined by Pareto, except 'the optimum’, is just one 
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of these *sub-optimum* positions The Pareto ^optima’ are thus 
comparatively unimportant In application, or in the hands of those 
members of these schools who seek to apply the system, or assume 
It can be applied, this conception of welfare economics corresponds 
to 'utopian’ planning. 

The third school of thought, with which we shall be concerned 
for the rest of this chapter, corresponds, on the other hand, to 
'piecemeal’ planning ^ Retaining the above terminology, any Pareto 
'optimum’ IS treated as being necessarily better than any position 
which IS not a Pareto 'optimum' position In other words, it is 
simply decided that the distribution of income is irrelevant to the 
question whether one situation is a situation of greater economic 
welfare than another. In the eyes of utilitarians this amounts to 
an assumption that yields the same amount of satisfaction to 
whomsoever it is given, rich or poor. Presumably most people 
would agree that such an assumption is ridiculous In the eyes of 
the first school of thought it amounts to the value judgement 
‘income distribution ought to be neglected in considering whether 
one position is better than another’. Actually it is quite clear that 
the new welfare economists of this third school did not intend to 
make either the above assumption, or the above value judgement 
They did, or do, think that interpersonal comparisons are illegiti¬ 
mate. Therefore they defined the phrase 'an mcrease in economic 
welfare’ without reference to the distribution of real income At 
the same time they did not understand that ‘increase of welfare* 
is an ethical phrase, and so did not recognize the value judgement 
which IS implicit m their definition. 

This raises the question of what this group of new welfare 
economists thought welfare economics was about As with the 
second group mentioned above, they have based their system on 
the individual. An individual is said to be ‘better off’ if he is ‘on. a 
higher indifference curve’. But according to the orthodox inter¬ 
pretation of the theory of consumers’ behaviour, is on a higher 
indifference curve’ entails is more satisfied’. It would therefore 
appear that it was considered that welfare economics was about 
satisfaction or happiness But their conclusions, if interpreted m 
terms of satisfaction, require that ^ r yields the same satisfaction 
to whomsoever it is given. They surely never intended to make this 

* The use of the words ‘utopian’ and ‘piecemeal’ in this context is borrowed 
from K. Popper, The Open Society and its EnemteSf ch, 9 
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assumption. So it cannot really be held that they thought welfare 
economics was about the satisfaction or happiness of communities. 
But it has been claimed that welfare economics is 'objective’ and 
'scientific’, and not ethical In other words, it is claimed that 
welfare economics is a science about the causes of something, or 
about laws governing the increase or decrease of something, called 
‘welfare’. But if this welfare is not identical with satisfaction, or 
happiness, what is it ? 

Let us see how this line of thought was developed In an article 
entitled ‘Welfare Propositions of Economics and Interpersonal 
Comparisons of Utility’,^ Mr Kaldor wrote. 

In all cases, therefore, where a certain policy leads to an increase in 
physical productivity, and thus of aggregate real income, the econo¬ 
mist’s case for the policy is quite unaffected by the comparability of 
individual satisfactions, since m all such cases it is possible to make 
everybody better off than before, or at any rate to make some people 
better off without making anybody worse off In order to establish 
his case, it is quite sufficient for him to show that even if all those who 
suffer as a result are fully compensated for their loss, the rest of the 
community will still be better off than before 

and again m a footnote to the same article. 

This principle, as the reader will observe, simply amounts to saying 
that there is no interpersonal comparison of satisfaction involved in 
judging any policy designed to increase the sum total of wealth just 
because any such policy could be carried out in a way as to secure 
unanimous consent 

First, we must note that the article is entitled ‘Welfare Proposi¬ 
tions of Economics and Interpersonal Comparisons of Utility’. 
This suggests that Mr Kaldor thought that welfare propositions 
could be based on the hypothetical compensation definition put 
forward. But in the text and footnote he, in fact, defined the 
following phrases (a) ‘an increase in general physical productivity’, 
(6) ‘an increase m aggregate real income’, (^) ‘an increase in the 
sum total of wealth’ all in terms of hypothetical compensation 

A short digression is required to explain the meaning of these 
phrases, although the ‘production’ and ‘real income’ of a com¬ 
munity are dealt with at length in Chapter XII As we shall there 
contend, there is no criterion of general productivity distinct from 
* EJ, Sept 1939, p 549 
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a criterion of real income But what about the sum total of wealth ? 
As far as I know ‘wealth’ is not a term with any precise meaning 
in economic theory, which is distinct both from ‘real income’ and 
from ‘welfare’ We may therefore confine ourselves to the expres¬ 
sion ‘aggregate real income’ Now Mr Kaldor, in the above pas¬ 
sages, laid down the following necessary proposition (i.e. the partial 
definition). ‘When aggregate real income increases it is possible 
to make some people better off, without making anyone worse 
off’ But even if the aggregate Index-Number formulae 2 -A ^2 
^ 2 ^0 01 2 ^1 02 > 2 01 (where the g’s refer to the 

total quantities of goods summed for all the ‘individuals* in the 
community) are satisfied, that does not prove^ that the gainers 
could overcompensate the losers^ for a movement from situation i 
to situation 2. Thus Mr. Kaldor was proposing a new, and unusual, 
sufficient criterion of ‘an increase in aggregate real income’. 

We have already, in the previous chapter, discussed ‘real in¬ 
come’ with reference to individuals We did not want to substitute 
the phrase ‘increase of real income’ for the phrase ‘in a chosen 
position’, because the former phrase suggests that any change it is 
used to describe is a good change Nevertheless, if one is willing to 
accept that it is a good thing that an individual should be in a 
chosen position, then the substitution is permissible. We also 
pointed out that there is no objective sense m which real income 
can be said to be larger or smaller, because ‘real income’, in 
economics, is a phrase which refers to a collection of incommensur¬ 
able Items 

An analogous argument may be used against Mr Kaldor’s 
definition Instead of saying ‘as a result of this change the gamers 
could overcompensate the losers’ Mr. Kaldor wishes to say ‘This 
change would result m an increase of aggregate real income’. But, 
given that we have an acceptable criterion for an individual being 
better off, the first sentence describes clearly and precisely the 
effects of the change The second sentence, given Mr Kaldor’s 
definition, describes exactly the same effects. Yet it gives the im- 

* See Ch XII The prices in the formulae could refer either to market-prices 
or to (marginal or average) coats of production In neither case is it pro\ed that 
the gainers could overcompensate the losers 

* The phrase ‘the gainers could overcompensate the losers’ is shorter and 
means the same as ‘it is possible to make some people better ofF without 
making anybody worse off’ The phrase was suggested to me bv Mr, George 
Paul 
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pression of saying something more—something more important 
The truth is that it does not make any further statement ^ But it 
gives the impression of so doing because it is a suggestive sentence. 
It suggests («) that some objective magnitude is greater, and (b) 
that this is a good thing. As we have said before, everyone tends 
to assume that more real income, more wealth, &c., is a good thing. 
I do not object to its being said that an individuars real income is 
greater if he is in a chosen position, because on the whole I approve 
of individuals being enabled to reach chosen positions But before 
the substitution of the phrase ‘increase of aggregate real income’ 
for the phrase ‘possibility of overcompensation for the losers’ is 
permitted, it should first be judged that changes, such that the 
gainers could overcompensate the losers, are good changes. 

What has been said above about the phrase ‘increase of aggre¬ 
gate real income’ applies, of course, a fortiori to the phrase ‘in¬ 
crease of general welfare ’—a fortiori because the latter phrase is 
considerably more emotive and influential than the former 
Whether Mr. Kaldor was prepared to define ‘an increase in wel¬ 
fare’ also in terms of the possibility of overcompensation is not 
absolutely clear But, since he suggests that the economist’s case 
for a change can be established merely by showing that the gamers 
could overcompensate the losers, it rather appears that he did 
consider all such changes to be economically desirable Certainly 
many subsequent writers have, with some justification, assumed 
that Mr. Kaldor was also defining ‘an increase in welfare’ 

It seems improbable that many people would, m England now, 
be prepared to say that a change, which, for instance, made the 
rich so much richer that they could (but would not) overcompen¬ 
sate the poor, who were made poorer, would necessarily increase 
the welfare of the community Admittedly people might be pre¬ 
pared to say that such a change would increase aggregate real 
income, so long as the proviso was always added that it would 
probably decrease welfare. If this proviso were added, the sugges¬ 
tive force of the first half of the sentence would be offset, or 
more than offset, by the second half But one cannot rely on the 
proviso being added. And, in any case, it is much clearer to say that 
the rich gainers could, but would not, overcompensate the poor 
losers. 

* For short I speak of sentences making statements, &c., instead of speaking 
of the uttcrer of the sentences making statements 
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The hypothetical-overcompensation criterion has been attacked 
in an article by Professor W J. BaumoL^ In his reply^ to this article, 
Mr Kaldor writes 

‘Political postulates* are undoubtedly involved in any question con¬ 
cerning income distribution—in the maintenance of the existing as well 
as its changes The point of my original article^ was to show that they are 
only involved in questions concerning income distribution and not in 
those relating to production, and I suggested a test by which these two 
elements could be separated from each other The important point 
surely is that, when the production of wealth goes up, some income 
distribution could be found which makes some people better off, and 
no one worse off than before 

It IS presumed that the importance of the postulates being ‘politi¬ 
cal* IS that they are value judgements Mr Kaldor then says that 
they are only involved in questions concerning income distribution. 
Presumably, then, he thinks that ‘this change would produce more 
wealth* IS not a value judgement but is about something more or 
less ‘objective’, for example, satisfactions. But he surely would not 
say that there was necessarily more satisfaction because those who 
gained could overcompensate those who lost Yet he defines an 
increase of wealth in this way, for, as we have seen, he is only laying 
down a definition when he says ‘when the production of wealth 
goes up, some income distribution could be found which makes 
some people better off, and no one worse off than before*. He 
insists that this is an important point, whereas, m fact, it is a defini¬ 
tion If It were not a definition, one should be able to test whether 
It IS true that, when the production of wealth increases, there is a 
distribution which could make some better off, and none worse off 
For such a test to be conceivable, some independent definition of 
‘increase of wealth* would have to be provided 

The quarrel with Mr Kaldor is not that he lays down a defini¬ 
tion, but that he lays down a persuasive definition where none 
seems really to be required Mr Kaldor goes on to say that he 
suggested a test by which the ‘elements* of income distribution and 
production efficiency could be separated But he suggested not a 
test, but a definition, which certainly separated out income distri¬ 
bution, but only by ignoring it. What Mr Kaldor did, in fact, 
was to propose a definition of ‘increase of wealth’ which ignored 

* W J. Baumol, ‘Community Indifference*, RES (1946-7). 

^ N Kaldor, ‘A Comment’, ibid ^ Ey , Sept 1939, p* 549 
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distribution This is just what the quarrel is about We do not 
believe that any definition of an increase of wealth, welfare, 
efficiency, or real social income which excludes income distribution 
IS acceptable 

In an article entitled ^The Foundations of Welfare Economics V 
Professor Hicks gave his blessing to Mr. Kaldor’s contribution 
Later, in ‘The Rehabilitation of Consumer’s Surplus’,^ Professor 
Hicks wrote: 

How are we to say whether a reorganization of production, which makes 
A better off, but B worse off, marks an improvement in efficiency ? The 
sceptics declare that it is impossible to do so in an objective manner. 
The satisfactions of one person cannot be added to those of another, so 
that all we can say is that there is an improvement from the point of 
view of Aj but not from that of B In fact, there is a simple way of over¬ 
coming this defeatism, a perfectly objective test which enables us to 
discriminate between those reorganizations which improve productive 
efficiency and those which do not If A is made so much better off by 
the change that he could compensate B for his loss, and still have some¬ 
thing left over, then the reorganization is an unequivocal improvement . 
Further, this criterion is more useful than any other as a basis on wffiich 
to establish maxims of sound economic policy 

It should be noted that Professor Hicks here says that there is a 
^perfectly objective tesV^ of productive efficiency He also calls this 
‘perfectly objective test’ a ‘criterion’ One can only have a test for 
something which is otherwise recognizable, or which has other 
defining characteristics The presence of one thing may be a test 
of another if there is an empirical relation between the two But it 
IS surely not suggested that there is an empirical relation between 
productive efficiency and the possibility of overcompensation 
This could only be established if productive efficiency is otherwise 
recognizable How is it recognized ? Since there is no answer given, 
we must suppose that Professor Hicks was not lending his support 
to a test, but to a definition or criterion of the phrase ‘an increase 
in productive efficiency’, just as we must suppose that Mr Kaldor 
was proposing not a test but a definition of ‘an increase m produc¬ 
tive efficiency’, ‘an increase in the sum total of wealth’, &c For ‘per¬ 
fectly objective test’ we may thus read ‘definition’ or ‘criterion* 
In Chapter V we have seen that ‘the well-being of the community’ 

^ E.y, Dec. 1939, P 696 

^ i? E.i?. (1940-1), p 108. 


^ My Italics 
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or ‘the happiness of the community' are not names for something, 
or some emotion or feeling, for which one can have tests in the 
same way as one can and does have tests for the happiness of 
individuds, the presence of acid, or the speed of an aeroplane. 

It is not, however, necessary to define the phrase 'increase in 
general economic welfare' in order to arrive at the usual welfare 
conclusions. All one needs is a sufficient criterion. Thus all that 
needed to be proposed was that whenever one could say ‘this would 
enable the gainers to overcompensate the losers' then one could 
also say ‘this would increase general economic welfare', The muddle 
between a sufficient criterion and a test has to a certain extent 
persisted, suggesting that some economists are still utilitarians at 
heart, and believe that the general welfare is some homogeneous 
kind of emotion which one can measure Witness the following 
quotation ‘Modern economists have now developed a method of 
“compensation" by which it is possible to find out whether society 
as a whole is better off or worse off by a given change even if this 
change involved changes in the distribution of income. . This 
should read ‘Modern economists have asserted that, by definition, 
society as a whole is better off or worse off according to whether 
the gainers could, or could not, overcompensate the losers' One 
cannot easily find out about the welfare of society, and hypothetical 
compensation is not a method of finding anything out. 

It is, perhaps, needless to add that the proposed ciitenon, whether 
It IS to be a criterion of wealth, efficiency, welfare, or real social 
income, contains an implicit value judgement Indeed, Professor 
Hicks speaks of an unequivocal improvement and holds that this 
criterion is a basis for sound economic policy Conclusions based 
on such a criterion must either be moralizing conclusions, or they 
must be stated as deductions from explicit ethical premises. But 
scarcely anyone would want to say that all changes, such that the 
gainers could overcompensate the losers, must be good. For most 
people It would all depend on who the uncompensated losers 
were However, in a passage immediately following the above 
quotation, Professor Hicks seeks to justify the proposed criterion. 
To quote 

If the economic activities of a community were organized on the prin¬ 
ciple of making no alterations m the organization of production which 
were not improvements m this sense, and making all alterations which 
' Dr Hla Mymt, Theories of Welfaie Economics, p. 104, n i 
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were improvements that it could possibly find, then, although we could 
not say that all the inhabitants of that community would be necessarily 
better off than they would have been if the community had been 
organized on some different principle, nevertheless there would be a 
strong probability that almost all of them would be better off after the 
lapse of a sufficient length of time ' 

Professor Hicks is here envisaging a long senes of changes, each 
of which would have only a small effect on real income distribution 
He assumes that these effects would be more or less random, so 
that they would cancel out But if the sufficient length of time is a 
long time, most of the inhabitants would be dead (even if better 
off) It IS clear that if we are considering the welfare of a changing 
group of real people over a long period, then we cannot literally 
deal with individuals It becomes a question of whether we are 
better off than our fathers, or grandfathers Interpersonal com¬ 
parisons are clearly involved. 

We must also ask about the criterion for an increase in individual 
welfare Is it the ‘on a higher behaviour line’ criterion ? If so, we 
have seen reason to believe that, over a long period of time, this 
criterion is very liable to be quite meaningless. To put it briefly, 
the tastes of even average individuals are likely to have changed 
considerably Many new goods will have been introduced Quality 
changes will be great, making the concept ‘the same good’ very 
difficult or impossible to apply, except, perhaps, over a narrow 
range of necessities 

Finally, some of the changes which might pass the Kaldor- 
Hicks criterion (as it may be called) will have quite significant real 
income distribution effects, so that it would be, at best, wishful 
thinking to suppose that they would cancel out with the effects of 
other changes There does not seem to be any justification for 
saying that there would be a strong probability that almost every¬ 
one would be better off in the end—even supposing they didn’t die, 
and remained perfectly consistent people to whom the behaviour- 
line analysis would apply. 

We may now ask whether, in view of this kind of difficuliy, 
Professor Hicks’s justification of the criterion is a reasonable one. 
We may, I think, safely say that almost everyone would accept a 

* Loc cit , p III Professor Hotelling proposed the same justification in his 
article ‘The General Welfare m relation to problems of Taxation and of Railway 
and Utility rates’, Econometnm, July 1938 
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policy, based on this criterion, as a good policy if it were true that 
it would make almost every small social group (consisting of an 
ever-changing collection of actual individuals) better off in the long 
run^ than they would have been otherwise—meaning by ‘better off* 
not ‘on a higher behaviour line*, but better off as judged by 
ordinary observation on the part of most people. But is it true, or 
reasonably likely to be true ? The answer to this question depends 
on the applicability of the behaviour-hne analysis; on the accept¬ 
ability of the choice criterion as a criterion of increased economic 
welfare over a long period, and on the randomness of the distri¬ 
bution effects and their magnitude. It must be observed that what 
we are trying to do is to discover whether there is even a pnma- 
facie case m favour of an analysis based on such a criterion There is 
quite certainly no case for its general application, without examin¬ 
ing the dynamic effects and the extra-economic effects which might 
result We are at present only taking into account a limited number 
of difficulties, to wit, the applicability of the theory of consumer’s 
behaviour to a changing population of changing tastes, and the 
question of real income distribution 

We could make Professor Hicks’s justification somewhat more 
secure on the matter of distribution, by suggesting that only those 
changes which would have small distributional effects should be 
justified on this kind of basis, or by suggesting that large losers 
should actually be compensated This would make it much more 
likely that distributional effects would cancel out This raises the 
question ‘Why not compensate all losers This is easily answered. 
We could not, in practice, find out who had lost and how much 
would be required to compensate them, A complete knowledge of 
everyone’s behaviour map would be required, because exactly to 
compensate someone is, theoretically, to raise him on to the same 
behaviour line as before. But we know nothing of anyone’s be¬ 
haviour maps, and, in any case, we have seen that most people 
have not the deep-seated habits required for us to be able to say 
that they have a behaviour map. All that would ever be practical 
would be the rough compensation of a few large losers ‘Welfare’ 
conclusions never tell us that the gainers could actually over¬ 
compensate the losers They only tell us that they could conceiv¬ 
ably overcompensate them, if everyone was an economic man. 

This question of actual compensation raises further difficulties 

* But It would not have to be too long The losers might get impatient 
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of a philosophical rather than a technical kind It has been sug¬ 
gested that the advocation of actual compensation ‘betrays a 
conservative bias\^ This suggestion does not seem to be foimally 
correcty if the Kaldor-Hicks criterion plus actual compensation is 
put forward as a sufficient criterion only. Thus it is sufficient that 
everyone should gain, for a change to be an improvement It is not 
denied that a change may be an improvement although some lose. 
In particular, it is not denied that redistribution could improve 
welfare Nevertheless, it must be admitted that it would be rather 
absurdly schizophrenic to say (a) this change ought to be earned 
out, and compensation ought to be paid, for then everyone would 
gam, and (d) but the compensation ought to be paid back again 
because that would increase welfare as well If the Kaldor-Hicks 
criterion was satisfied, and the new distribution was regarded as 
better than the old, this would have to be said It seems quite clear 
that few people would want to say that the change would increase 
or decrease welfare without attending to the distribution effects, 
and if these were favourable the advocation of actual compensation 
would be rather absurd, even if it did not ‘betray a conservative 
bias* 2 Income distribution must, then, be admitted as an ethical 
variable, to which the values, favourable or unfavourable, are given, 
and we must have a criterion which includes this variable 

Before, however, we attempt to develop the above line of 
thought,^ it is necessary to attend to a criticism of the Kaldor- 
Hicks criterion, which has been made by Professor Scitovsky ^ He 
has shown that the Kaldor-Hicks criterion may give rise to a con¬ 
tradiction, If a change which passes the Kaldor-Hicks criterion is 
made, and compensation is not actually paid, then there will be a 
different distribution of real income before and after the change. 
It is, then, possible that the reverse movement would also be 

* Cf T Scitovsky, *A Note on Welfare Propositions in Economics’, R B S ^ 
Nov 1941 (The powerful emotive effect of the expression should be dis- 
jeounted ) 

I ^ If, however, wc bring in wider considerations of justice or equity, it is not 
#0 absurd Equity may demand that some individuals must be compensated, 
Wen though their losses shift income distribution in the right direction One 
pmght not object to a whole social group being made poorer although one w'ould 
object to a few members of the group becoming poorer as the result of a particular 
change 

^ Much of the argument of the next few pages has appeared in niy 'Welfare 
and Tariffs’, R E S ^ vol xvi, no 2, and in my ‘Foundations of Welfare Econo¬ 
mics’, O £* P, N s , no 2, June 1949 
Op cit, supra 
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sanctioned by the Kaldof-Hicks criterion Thus the two situations 
would each be said to be better than the other This contradiction 
can most easily be understood with the aid of a diagram. 

FIG VI 



In Fig VI A and B trade in the goods X and F. Behaviour lines 
are drawn for both, but ^ is a monopolist who takes into account 
his influence on pi ice, and sees that he may do better for himself 
by not trying to reach the highest possible behaviour line at any 
particular price Thus he sets the price OiJ, and allows B, who is 
assumed to take that price as given, to trade as he pleases is the 
first equilibrium position, at which point B reaches the highest 
behaviour line open to him 

The question now arises as to whether economic welfare would 
be improved by making A allow B to trade at the price Oig If this 
was done, the Kaldor-FIicks criterion would be fulfilled, because, 
if A was compensated with OS of X, the new equilibrium position 
would be within the upper ellipse, and both A and B would be on 
higher behaviour lines (SQ^ is parallel to Oig, representing the 
same rate of exchange between X and Y as is represented by OE^ ^ 

* It vs not generally true that there must be an equilibrium point with price 
OP2 within the upper ellipse There may not be more than one equilibrium 
point, given the price OP^ We suppose that there is, only to illustrate the 
working of the criterion. See p no below 
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But compensation is hypothetical, and so the actual second posi¬ 
tion IS 02 with price But if the price was changed back to 
OPj, and if B was compensated with OT of 7, then the position 

would be reached where -4 is on a higher behaviour hne than he 
was at Qzy and B is on the same behaviour Ime as at Therefore 
the Kaldor-Hicks criterion would be fulfilled, and would have 
to be said to be better than Each position would thus be better 
than the other 

Professor Scitovsky gets round this contradiction by proposing 
that a change should be said to ’increase welfare’ only if (a) the 
Kaldor-Hicks criterion is satisfied, and if (b) ‘the people who ate 
against the change would be incapable of bribing those m favour to 
vote against it, without thereby losing more than they would if the 
change was earned’» (Essentially, this is only another way of say- 
ingthatthe gainers should not also be able to compensate the losers 
for a change back to the original position, but it was important to 
see that if the distribution of welfare was significantly different in 
the two positions then compensation might be possible in both 
directions) Thus m the present case Ay who is against the change, 
could bribe By with OT of Yy not to vote for the change Therefore 
condition (6) is not satisfied If both (a) and (6) are satisfied the 
change is said to increase welfare If either is satisfied, and the other 
fails, the result is said to be indeterminate If both fail, the change 
IS said to decrease welfare. The illustrated case is thus indeter¬ 
minate, and the contradiction is removed 

Professor Scitovsky is, of course, considering only cases where 
compensation is not paid (if compensation is paid the contra¬ 
diction cannot arise) Comparing therefore 02^^^^ 0i, we see that 
B has gained and A lost (assuming for the sake of argument that 
'on a higher (lower) behaviour line’ is acceptable as a criterion of 
'gam’ (‘loss’)). Therefore, if we set no valuation on their respective 
gains and losses, we can say only that the price 01^ is potentially 
better than the price OiJ, whether or not the second part of the 
criterion ((6) above) is satisfied We can say OP^ is potentially 
better than Oi^ because compensating A with OS of X would 
make both better off (we assume for the sake of argument that the 
situation can be said to be better if both A and B are better off, 
or if either is better off and the other no worse off). But the price 

^ T Scitovsky, *A Reconsideration of the Theory of Tariffs’, RE S y vol 
lx, no 2 
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OPz would only be actually better if compensation was really paid, 
and both ended up on higher behaviour lines within the upper 
ellipse (say, at the point J). By exactly the same argument, OP^ is 
also potentially better than OP^ But it is not a contradiction to 
say that OP^ is potentially better and potentially worse than OP^, 
The contradiction thus only arises as a result of ignoring income 
distribution, and calling something actually better when it should 
only be called potentially better 

Professor Scitovsky, on the other hand, says that the position 
IS actually better than so long as A could 7iot bribe B to 
accept the price and also says that §2 is actually neither better 
nor worse than if A could thus bribe B, But what is the justi¬ 
fication for this ^ In Q^j A would be actually worse off than before, 
and B actually better off, whether the bribe could be paid or not. 
How can one say anything about an actual change in welfare, if B’s 
actual gam is not weighed up against ^’s actual loss ? If the second 
part of the criterion (b) is satisfied, then Oio is potentially better 
than and OP^ is potentially worse than OP^ If (b) is not 
satisfied, then each price is potentially better than the other. 

To say that one situation is potentially better than another is no 
reason for moving to it If nothing more can be said, we have not 
arrived at any useful conclusion. We might say that compensation 
ought to be paid, when, with the price OjFJ, we would arrive at an 
equilibrium position J within the upper ellipse But we have seen 
that compensation might be impossible, because we could not find 
out the correct amount 0*S, which A ought to be paid Also the 
position Q 2 might easily be considered to be better than any posi¬ 
tion, such as J, within the upper ellipse (this would be a case of a 
Pareto sub-optimum position being 'better than’ a Pareto optimum 
position). In other words, if the contract curve is defined as the 
locus of all points at which A's and B’s behaviour lines are tan¬ 
gential, then it might be a case of some point off the contract curve 
P 2 being better than some point J on it. We are still at sea 

Before we try to clear up the above difficulty we must examine 
the impact of Professor Scitovsky’s contradiction on the Kaldor- 
Hicks criterion, and on Professor Hicks’s justification The latter 
proposed the policy of putting into effect all changes which passed 
the Kaldor-Hicks criterion We now see that this might lead to 
'reforms’ which, by the same criterion, would have to be revoked, 
and then made again, and so on This would obviously not be 
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good policy. The above situatioa is, however, unlikely to arise if 
the shift in income distribution is small. Therefore we can say 
that the Hicksian policy can, at best, be justified only in respect 
of those proposed changes in which the real income distribution 
effect IS likely to be small. We have also seen that the Hicksian 
justification for the proposed policy is, at best, only plausible 
for such changes, because, if distribution effects are large, it is not 
plausible to say that they would cancel out. It is evident that the 
Kaldor-Hicks criterion is quite inadequate for changes which in¬ 
volve large distributional effects For these, some judgement is re¬ 
quired as to whether the real income redistribution would be good 
or bad * We might suggest that such a change be recommended if 
It passes the Kaldor-Hicks criterion, and if any change in distribu¬ 
tion is not bad If it is bad, but compensation would make it good, 
then compensation should be paid 

But we have not yet removed all the difficulties, since, even if the 
change causes a good shift in real income distribution, and passes 
the Kaldor-Hicks criterion, a reverse change might still be recom¬ 
mended by the latter One might say that the reverse change is now 
ruled out because it would be, ex hypothec, a change towards a 
worse real income distribution This, however, is still not the 
solution, because, if the Katdor-Hicks criterion recommends the 
reverse change, that indicates that the better distribution of real 
income might have been better brought about by simply redistri¬ 
buting purchasing power, rather than by making the proposed 
change (assuming that the redistribution of purchasing power 
could be effected without violating any ‘optimum* conditions) 
This can be seen by reference to Fig VI Imagine that re¬ 
presents a better distribution of real income between A and B 
than gi* But without changing the price from OB^ the position i?, 
which represents (approximately) the same distribution^ as 

* This does not, of course, mean that the economist must either himself judge 
whether the change m distribution would be good, or wait for someone else to 
make the required judgement He can always qualify his conclusion, and say 
that such and such a change would be a good thing if it does not lead to a re- 
distnbution of real income which would be regarded as bad Every reader of the 
economist's conclusions can decide this issue for himself 

^ A situation m which some people are only a little better off and some no 
worse off than in another situation can quite reasonably be said to have the same 
distribution of real income as that other situation As we saw m Chapter IV, 
the distnbution of real income is not a precise concept, and it is ndiculous to try 
to be pedantic about it. For instance, if two people are judged to be econonuc- 
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could be reached, and A would be better off and JB no worse off 
than if the redistribution had been effected by changing the price 
from OPi to OPg. Therefore Professor Scitovsky’s test still seems 
to be required, but the interpretation of it is altered, it now tells us 
whether a good change in distribution would be better effected by 
the change under consideration, or by simply redistributing money. 
We thus have a threefold criterion 

(a) Is the Kaldor-Hicks criterion satisfied ? 

(b) Is the Scitovsky criterion satisfied ? 

(c) Is any redistribution good or bad? 

All the possible combinations of answers may be set out in a table 
thus; 

TABLE I 


Case No 

I 

2 

1 3 

4 

1 - 

5 

6 

7 

8 

Criteria 

Kaldor-Hicks criterion 
satisfied ? 

Yes 

Yes 

Yes 

Yes ; 

No 

No : 

No , 

No 

Scitovsky criterion satis¬ 
fied? 1 

Yes 

Yes ; 

No 

No 

No 

1 

No 

1 

Yes i 

Yes 

Any redistribution good? 

Yes 

No 

Yes 

No 

No 

Yes 

No 

Yes 


Before examining the inferences to be drawn from the eight 
possible combinations of these criteria some further discussion of 
the meaning of a good and bad redistribution is needed. If we say 
that a move from to (in Fig VI) would be a good re¬ 
distribution, what exactly do we mean ? We mean that any purely 
distributional change (by which is meant the direct transfer from 
one individual to the other of sums of money or sets of goods) 
which would produce a point which is distributionally indifferent 
to Q 2 would be a good thing It is assumed that there is at least one 
point attainable by direct transfers from which is regarded as 
distributionally indifferent to and in which everyone is better 
off, or no worse off, than in or in which everyone is worse off, 
or no better off. In the discussion above it has been assumed that 
H IS such a point—so that to say that is distributionally better 
than is to say that H is better than Q-^, Similarly to say that 
is distributionally better than is to say that J (or some similar 

ally equal, and then one gels /I5 per annum more and the other stays the same, 
It need not be wrong to say that they are still economically equal But this would, 
of course, soon cease to be the case if there were a cumulation of such shifts 
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point within the upper ellipse) is better than For consistency, 
It IS required that if H is better than then J is worse than 
At this stage it may be helpful to introduce the device of a 
‘utility possibility’ diagram (Fig VII consists of four such dia¬ 
grams)* On each axis the utility of an individual is measured on an 
arbitrary ordinal scale The curves drawn show the maximum 
utility which can be attained by one individual given the utility 
level of the other This maximum utility level depends upon what 
we assume remains fixed If the set of goods, and the prices, remain 
fixed then the utility possibility curve traces out the utility levels 
attained by each person as direct transfers of goods are made from 
one to the other A different curve will correspond to each relative 
price. This is the case of Fig. VI But much broader interpretations 
are possible. If the prices are allowed to vary as one moves along 
the curves, then they trace out the maximum utility level possible 
for one person given that of the other, on the assumption that each 
point corresponds to a point on the contiact curve as defined above. 
The curves then represent the maximum utility possibilities of a 
given set of goods A movement along the curve results from direct 
transfers of money between the individuals A different curve then 
corresponds to each different set of goods On a still broader inter¬ 
pretation, both prices and production, and hence the set of goods, 
can be allowed to vary as one moves along the curve by means of 
direct transfers of money A curve then represents the utility 
possibilities of a given endowment of factors of production and a 
different curve corresponds to each different endowment In this 
case various assumptions can be made about the allocation of the 
factors of production It can be assumed that the ‘optimum’ con¬ 
ditions of production and exchange are satisfied, in which case 
the curve represents the maximum utility possibilities Alternatively 
one might take the curve to represent what would actually happen 
as money was shifted between the individuals, the points being 
determined by the actual price and output policies which would 
be followed by the productive units in the economy 
Which interpretation is relevant depends upon the problem 
being analysed For instance, when dealing with the valuation of 
the national income it may be convenient to inquire into the 
utility possibilities of a fixed set of goods But this is rather a special 
case For any practical application one would normally be inter¬ 
ested m the utility levels which would actually result from shifting 
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money about—m which case it is the set of factors of production, 
and price and output policies, which are assumed constant as a 
move along the curve takes place. 

Whichever interpretation is used the formal properties of the 
diagrams remain the same. No significance attaches to the shape of 
the curves (this is because the utility scales are arbitrary), except 
that they must slope down from left to right, if they are used to 
analyse problems in which it is impossible to make one man better 
off without making another worse off. But, while the formal pro¬ 
perties are unchanged, the meaning attached to the redistributive 
element of a change varies according to the determination of the 
utility possibility curves Thus if it is said that redistribution would 
be improved by moving from that has to be taken to mean 

that a point on the utility possibility curve of which is either 
south-east or north-west of is better than Q^. The location of this 
point and hence the exact sense attached to ^redistribution being 
good^ depends upon what is assumed to remain constant as one 
moves along the utility possibility curve. The closest approximation 
to the ordinary meaning would seem to be when the curve represents 
the utility possibilities of the factors of production under given 
price and output policies. For then we are assuming that if someone 
says that a change from to would be distributionally good, 
he means that a point which would actually have been reached by 
shifting money, and where everyone would be worse off, or every¬ 
one be better off, than at is better than 

Each diagram is applicable to one of the four possible combina¬ 
tions of the Kaldor-Hicks and Scitovsky criteria, the relevant case 
numbers of Table I being shown in the bottom left-hand corner 
In each case if the curve through passes north-east of the 
Kaldor-Hicks criterion is satisfied, and if the curve through 
passes south-west of then the Scitovsky criterion is also satis¬ 
fied In addition, if redistribution is good (as in cases 1,3,6, and 
8), the left-hand point on any line is better than the right-hand, 
and vice versa if redistribution is bad It must be remembered that 
H now stands for any point m the south-west or north-east quad¬ 
rants of Q2 which would be judged distributionally indifferent 
to Q2, and similarly for J in relation to In what follows, any 
movement along the curve through the initial point will be 
referred to as a ‘redistribution^ while any movement along the 
curve through ^2 be referred to as a ‘compensation’ 
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The question which we now seek to answer is whether a change 
from one line to the other is a good thing (According to the inter¬ 
pretation of the curves the change might be merely a change of 
price, as m Fig VI, or a change involving a new set of goods y 
This cannot be clearly answered until it has been decided how free 
one IS to move along each curve, i e make purely distributional 
changes, One can assume that no distributional changes are pos¬ 
sible, i e. that one cannot move from Qj^ to Hy or from to J. 

FIG, VII 



This needs some elaboration It has been argued that, in the real 
world, complete compensation, so that no one would be left hurt 
by a change, would rarely if ever be possible But if it is not possible 
to reach a point like J (m the north-east or south-west quadrant of 
Pi) from Pg) then the formal argument is unaltered by saying that 
no compensation is possible, for p2 can, where necessary, always 
be regarded as the point which would be reached after all practical 
compensation had been paid, if it was desirable to pay it Similarly 
It might normally be quite impractical to find a point like H which 
was attainable from p^, and p^ can then be regarded as the point 
reached after all practical redistribution had been allowed for 
Sometimes, therefore, the most realistic assumption to talce would 
be that only the two points p^ and are actually attainable Let 
us call this Assumption A But the most general case is certainly 
where all four points are attainable (Assumption B), 

* See p 102 
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Take first the assumption that only gg are attainable 

(Assumption^). Where only two points are attainable the question 
whether the change should be made is of course the same as 
the question whether welfare would be increased Inspection of 
Fig VII shows that the answers to the question of whether the 
change should be made are as shown in Table II, which gives the 
eight possible combinations of the criteria, and the inferences to 
be drawn. 

TABLE n 


Cdse No 

I 

2 

3 

B 


6 

' 7 

8 

Criteria 

Kaldor-Hicks criterion 
satisfied ? 

1 

1 Yes 

Yes 

Yes 

Yes 

No 

No 

No 

No 

Scitovsky criterion satis¬ 
fied? 

Yes 

Yes 

No 

No 

No 

No 

Yes ! 

Yes 

Any redistribution good? 

Yes 

No 

Yes , 

No 

No 

Yes 

No ' 

Yes 

Inference 

Should the change be 
made ? 

Assumption A 

Yes 

? 

Yes 

No ' 

No 

? 

No 

Yes 

Assumption B 

Yes 

Yes 

No 

Yes 

No 

No 

No 

Yes 


In cases 1,3, and 8, is shown to be better than In cases i 
and 8, is the best of the four points, in case 3, H is better 
than Q2i but ex hypothesi is unattainable In cases 4, 5, and 7, 
IS better than although, in case 4, J is better than In 

cases z and 6, the result is indeterminate. Thus, m case 2, and 

Q2 are both better than H and worse than J, and vice versa m 
case 6, there thus being in neither case a relation established 
between them. 

The table shows clearly that neither the Kaldor-'Hicks nor the 
Scitovsky criterion are, alone or together, sufficient for an increase 
m welfare In case 4 the Kaldor-Hicks criterion is satisfied, but the 
change would decrease welfare The same is true of the Scitovsky 
criterion in case 7 Used together they indicate a change in case 2, 
which could result in a decrease m welfare Nor is either of them 
alone, or together, a necessary criterion On the other hand, both 
the combination of the Kaldor-Hicks and the redistribution 
criteria, and the combination of the Scitovsky and the redistribu¬ 
tion criteria, arc sufficient (but not necessary) for an increase in 
welfare 
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But the question still arises as to whether these criteria (which, 
m this case, are welfare criteria) have any point to them at all. It 
has been argued that where no compensation or redistribution is 
possible, i.e where the criteria are criteria of welfare, they are use¬ 
less on the following grounds ^ They require that someone should 
make the judgement that is distributionally better (or worse) 
than Qi —^which is to be taken to mean that H is better (or worse) 
than But, it is argued, if this someone, whoever he may be, can 
make judgements of this kind, then he can say directly whether 
Q2 IS better or worse than Hence the criteria are redundant ^ 
There is no doubt that this criticism would be overwhelming if it 
were true that our ‘someone* already had well-ordered preferences 
between all configurations of the economic system, and if one could 
describe to him exactly the configuration which would result from 
the change under discussion In fact, of course, people do not have 
such well-ordered preferences nor would it be possible to describe 
exactly what goods, &c , every individual would be getting after the 
change, still less can we say how much utility or welfare each in¬ 
dividual would be getting after the change Given that one cannot 
describe the state each or every individual would be m after the 
change, the best one can probably do is to say that the situation 
would be much the same as would result from, say, transferring 
£100 of net income from one to the other, except that both (or all) 
would be better off than if this was actually what was done If this 
IS accepted, then even though the actual question asked is in terms 
of a comparison of and O2, a point like H comes m as an essential 
intermediary and it cannot be said that the Scitovsky part of the 
criterion is redundant 

Now take the second assumption —that all four points are 
attainable. This is more involved because the question whether wel¬ 
fare would be increased by a move from one point to another ceases 

^ C Kennedy, ‘The Economic Welfare Function and Dr Little’s Criterion*, 
RES, 1955/3, no 53 

^ The same criticism arises when we come to consider the 'Valuation of 
Social Income’m Ch XII—-where it will be further discussed 

3 These, A and B, are not the only two possible assumptions In the first 
edition, of this book the only set of inferences drawn, from the eight cases was based 
on the assumption that redistribution before the event was possible—but not 
compensation after it This produces for the eight casts the following answers 
Yes, ?, No, No, No, No, No, Yes—as m Table I of the first edition It now 
seems to me that this was a rather arbitrary assumption, as various critics have 
pointed out 
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to be the pertinent question when more than two points are involved. 
Consequently the criticism discussed above does not anse^ since 
one needs to know which is the best point, and how to reach it. 
The diagrams show that in cases i, 2, 4, and 8 the best point is on 
the curve through and that in the remaining cases it is on the 
curve through In cases i and 8 the change should be made 
without compensation, in 2 and 4 it should be made with com¬ 
pensation In cases 5 and 7 the status quo should be preserved, while 
m 3 and 6 there should be only redistribution Table 11 again shows 
that neither the Kaldor-Hicks nor the Scitovsky criterion are 
by themselves sufficient or necessary The combination of the 
Scitovsky criterion with either the redistribution or the Kaldor- 
Hicks criterion ts sufficient—but the same is not true of the com¬ 
bination of the Kaldor-Hicks and the redistribution criterion 

For both assumptions only the combination of the Scitovsky 
criterion and the redistribution is Reliable’ (m the sense that if both 
are satisfied then welfare is increased, and the change should be 
made, whichever set of assumptions is taken). The combination 
remains reliable if it is assumed that compensation alone is possible, 
or if it IS assumed that redistribution alone is possible but it is not 
‘efficient’ in the sense that it picks up all cases in which a change 
should be made 

This seems to be as far as one can take the subject of the ‘welfare 
criteria’ Before discussing their value, if any, one important limita¬ 
tion must be noticed If the Kaldor-Hicks and the Scitovsky 
criteria conflict, that indicates that the utility possibility curves 
cut between the two points under consideration—and if they agree, 
then the utility possibility curves do not cut between the two points 
But no indication is given either way as to whether the curves cut 
elsewhere So long as the subject under discussion is limited to the 
question whether a particular change should be made, and if so 
whether compensation should be paid or not, or if the change is not 
made whether there should be some redistribution in lieu, this does 
not matter. But if wider questions are raised, it may matter very 
much. Take, for instance, Assumption case 4. The diagram 
shows that the change should be made and compensation paid, in 
order to reach the point J, But now imagine the curves extended to 
the right and cutting again It was held to be a good thing that 
transfers should be made from Mr A to Mr B —so as to travel 
from Q2 to y —and it might well be considered a good thing that 
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Mr, A should pay over still more to Mr B, so moving farther to 
the right along the curve But by then another intersection with the 

curve could have taken place m which case the change should 
never have been made. 

It IS very necessary to bear this limitation in mind. But equally 
one should not be too heartbroken, for the human mind cannot in 
practice contemplate all the possibilities In practice, economic 
policy very largely presents itself as a senes of choices as to whether 
certain changes should be made or not Sometimes the change is 
mooted for its distributional effects, in which Case it is usually 
relevant to consider whether there are other ways of redistributing 
wealth so as to produce what would be regarded by the supporters 
of the change as an equally good distributional effect—but which 
might make almost everyone better off than if the change were 
made (as in cases 3 and 6) Or, the change may be mooted because 
it is thought to be in hne with some vaguely conceived general 
economic policy, in which case its distributional effects will also 
almost invariably enter as an argument—and all our cases become 
in principle relevant. What m practice is not usually very helpful 
in either of the above cases is to suggest that what is really being 
aimed at may be some more radical redistribution of wealth, in 
which case any decision on the mooted change should be deferred 
The truth is that economic change proceeds largely by considering 
suggested improvements one at a time. If, as a result, some changes 
are made which, in the light of subsequent decisions, should not 
have been made, that is too bad. But it cannot always be helped. 

Let us now try to sum up this discussion so far as we have got 
First, neither the Kaldor-Hicks nor the Scitovsky criterion, either 
alone or together, can possibly be taken to be a criterion of welfare, 
Either, taken in conjunction with a judgement that the redistribu¬ 
tion involved is good, can be taken as a sufficient (but not necessary) 
criterion of an increase in economic welfare But, where full com¬ 
pensation and redistribution are possible, then criteria for an increase 
in welfare are not pertinent, for what is then required is a criterion 
for whether the proposed change is desirable having regard to 
the possibilities of compensation and redistribution Where re¬ 
distribution and compensation are possible, but where wider re¬ 
distributions than those involved in the change are not in question, 
then the Scitovsky criterion is sufficient (but not necessary) for the 
change to be desirable if the redistribution involved is also good— 
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while the Kaldor-Hicks criterion is not sufficient even combined 
with a judgement that the redistribution is good. We can thus say 
that an economic change is desirable (and increases welfare) if it 
causes a good redistribution of wealth, and if the potential losers 
could not profitably bribe the potential gainers to oppose it— 
always assuming that no still better change is therefore prejudiced. 

FIG. VIII^ 



The next step is to discuss the question of when one can know 
whether either the Scitovsky or the Kaldor-Hicks criterion is satis¬ 
fied. Now economic theory tells us nothing except when the change 
IS from a ‘sub-optimum’ to an ‘optimum’ position ^ Only in that 
case can one know on a pnon grounds that the behaviour line or 
plane to which one moves is anywhere higher than that from which 
one starts Let us therefore ask, first, whether the Kaldor-Hicks 
criterion is always satisfied for any movement to a Pareto ‘optimum’. 
This requires rather a careful answer Consider Fig VIII is 
the initial position where A behaves as a monopolist setting a 
high price (OjF^), but with an obligation to let B trade freely at 
that price (as in Fig VI). is not on the contract curve, 1 e is not 
a Pareto ‘optimum’ position is on the contract curve, we may 
suppose it to be reached by the government dictating the price 

* The broken lines give the loci of the points which A and B would select as 
the price line OP^ was shifted to the right 

^ Some theorists have thought othcrv,ise. The question is discussed in 
Ch IX and in App IV 
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Oi^i so that It IS in both and S*s interest to trade freely. Now 
can B overcompensate A while free trade and the price OP^ is 
preserved ? The answer may well be ‘No\ for as the puce line OiJ 
IS shifted to the north-east (as B hands over compensation), no 
other point may be found where both persons^ desire to trade can 
be satisfied. In other words, no equilibrium point other than jJa 
may exist within the box given the price OP^ In the diagram the 
two broken lines represent paths A and B might take as OPg was 
shifted parallelwise to the north-east In the case depicted there 
would be excess demand for Y relative to ^ If 5 were forced to 
exchange as much as A wanted after having paid compensation, 
then the transfer required to compensate A could well leave J 5 
worse off—e g. the point Q^, Thus the payment of compensation 
may either be incompatible with equilibrium, or, if an additional 
condition is introduced, which yields a determinate solution, then 
there may be no possibility of compensation In general, it is true 
that the Kaldor-Hicks criterion is satisfied for a movement to an 
‘optimum^ position only if it is supposed that the compensation is 
to be paid in a manner which does not itself upset the ‘optimum’ 
conditions Thus, if the Kaldor-Hicks criterion is to be satisfied, 
the change must not be merely a change of price—but a change to a 
variable price which neither party can influence monopolistically, 
A more general example of this is where the movement to an 
‘optimum' position results in a change m the collection of goods 
produced Where this happens then it is not necessarily true that 
the new collection of goods could be distributed in such a way as to 
make everyone better off, or no worse off This is because, as com¬ 
pensation IS paid, the said collection of goods ceases to be the 
collection appropriate to the changed distribution or, m other 
words, the ‘optimum’ conditions of production and exchange 
would be violated unless the collection of goods was allowed to 
change as compensation was paid What can be said is that if the 
change is described merely as a change which brings all the opti¬ 
mum conditions into play, and keeps them m play, then the 
Kaldor-Hicks criterion is satisfied. If the change is described in any 
other way (such as a change of price, or a change m the collection of 
goods produced) then the criterion may not be satisfied. 

Discussion of whether the Scitovsky criterion is satisfied is much 
simpler It is always satisfied for a change to an ‘optimum’ position, 
however the change is described This is because no question of 
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redistribution from the ‘optimum’ position arises. In the Scitovsky 
criterion, the hypothetical redistribution considered is from the 
‘sub-optimum’ position Thus m Fig. VIII it is obvious that 
the potential loser from the change of price OP^ to OiJ, could not 
bribe B to oppose the change, because, since Q2 is an ‘optimum’ 
point, any other point on the behaviour line of B which passes 
through Qq necessarily lies on a lower behaviour line of A than that 
passing through Thus if it is a change of price which results in 
an ‘optimum^ position, then the Scitovsky criterion is satisfied for 
that change of price. If a change in the collection of goods is en¬ 
tailed, then it IS true that the old collection would not be sufficient 
to make everyone as well off as he is in the new situation. 

We have said that a priori economic theoiy can tell us that the 
Scitovsky and Kaldor-Hicks criteria are satisfied only if the change 
IS a change to a position in which all the optimum conditions of 
production and exchange are satisfied But, of course, that does not 
mean that one can never form the judgement that a change to a 
non-optimal position would not in fact satisfy one or both the 
criteria 

We show m Chapter XII that an increase in the national income 
as measured by the prices reigning after the change (2 ^ 62 
^ 2 0 i) GRsures that the Scitovsky criterion is satisfied,^ in 

that the output of goods prior to the change could not have sufficed, 
however distributed, to make everyone as well off as they actually 
are after the change Now one may sometimes be able to tell, with 
fair confidence, before the event, that a certain change in produc¬ 
tion would increase the national income m this sense. Unfortun¬ 
ately, unless one can tell more than this, one has not found a very 
good reason for making the change For what is required in order 
that the Scitovsky criterion be fulfilled m the relevant sense is that 
without the change the given factors of production could not have 
produced any set of goods which would have made everyone as 
well off as after the change This does not mean that a considerable 
increase in the national income cannot be taken as evidence that 
the change should be made on our criterion but it cannot prove it 
to be fulfilled. 

It IS shown m the same chapter that an increase in the national 

* Subject, of course, to many compaiatively unrealistic assumptions, such as 
that all individuals are consistent, all goods are chosen by individuals, that the 
national income has been correctly added up, &c 
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income never proves that the Kaldor-Hicks criterion is satisfied.’^ 
This does not mean of course that one could never guess that it 
would be satisfied But it does not follow that because a change 
would increase the national income before compensation, it would 
still do so after compensation This Is especially likely to be the case 
m view of the fact that m practice it is impossible to shift money 
about without disturbing the ’optimum' conditions. This factj 
contrariwise, makes it easier to be sure that the Scitovsky criterion 
is satisfied—since the more ‘inefficient' the means of redistribution 
the easier it is to know that mere redistribution could not have pro¬ 
duced a position in which everyone would be as well off as they 
would be if the change under consideration were made. 

To sum up the above discussion, any change which brings one 
to an ‘optimum’ position is sufficient to ensure that the Scitovsky 
criterion is fulfilled for that change, and the fulfilment of that 
criterion is sufficient to ensure that welfare is increased, provided 
that the distribution of wealth is not adversely affected, and to en¬ 
sure that a redistribution of money income could not have made 
everyone as well off as they would have been after the change. 
Comparing non-optimum positions (which m practice is all that 
ever can be done), we saw that economic theory cannot tell us 
whether either the Scitovsky or the Kaldor-Hicks criterion would 
be fulfilled for a move from one to the other, but from empirical 
evidence it may be possible to tell, although an increase in the 
national income is not sufficient evidence. 

So far as any kind of change is concerned, if the Scitovsky 
criterion would be satisfied and wealth would be more favourably 
distributed as a result of the change, there is no need to worry 
about the Kaldor-Hicks criterion. But, secondly, if redistribution 
without the change were impossible, and that caused by the change 
were favourable, then the change should be made if the Kaldor- 
Hicks criterion were satisfied, even if the Scitovsky criterion were 
not. Thirdly, if wealth would be less favourably distributed as a 
result of the change, one should look to see whether the change- 
plus-compensation could not make everyone better off finally all 
this IS subject to the overriding consideration, that it is unwise to 
make good changes if still better ones are thereby prejudiced. 

We have already discussed the value judgements which underlie 
the above analysis On the whole, I think, one can fairly safely 

* See pp 220-1 
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assume that they would be acceptable to a vast majority of people. 
But certain factual assumptions are also presupposed, and, in dis¬ 
cussing these, for more practical purposes, it is useful to make a 
distinction between a policy of putting into operation all changes 
which satisfy the Scitovsky (or Kaldor-Hicks) criterion and which 
have only an insignificant effect on distribution, and putting into 
effect changes which also pass the criterion, but do have a signi¬ 
ficant, but not bad, effect on distribution. The policy might be 
an acceptable one, and, indeed, a possible one, because there are 
probably many changes such that very few people would worry 
about the income redistribution which they would cause. Where 
the redistribution would only be small, it would be difficult to say 
how it would alter, and for this reason a majority of people would 
very likely be prepared to judge that it would be as likely to be 
good as bad, in which case a change which passed the criterion 
would probably be good m most people’s opinion But, neverthe¬ 
less, the policy rests on the factual assumption that these small 
shifts in distribution would not be cumulative m some particular 
direction. This may be a dangerous assumption, and therefore the 
policy might be a bad one, if we did not have good reason to sup¬ 
pose that the distribution effects of those changes, which we chose 
to include under the policy, would be random. In fact, one cannot 
really ever ignore distribution Even if shifts in distribution are 
small, and therefore judged not to be bad, one wants to have some 
reason to suppose that they would be random. If the distribution 
effects were not random, then, after the policy had been in operation 
some time, we would have a significant ledistribution of income 
which might be good or bad, If it proved to be bad, it might or 
might not be possible to compensate If the redistribution were 
good, we might still find that the policy had been economically 
wrong, and that it would have been better simply to redistribute 
money, 

The goodness of such a policy also, of course, rests on the 
assumption that individuals are sufficiently consistent As we saw 
m Chapter III, it is obvious that they are not likely to be very 
consistent. Moreover, since it is a policy we are judging, the period 
of time in question is a fairly long period, in which case the con¬ 
sistency of even average mdmduals becomes very doubtful. 

Given all these doubts, it seems eminently clear that we could 
not have much confidence m such a policy unless it only included 
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changes such that, in theory, the gainers would be able greatly to 
overcompensate the losers If the potential gains were great enough, 
most people would be prepared to tolerate losses, so long as they 
did not last for long Almost anyone would, for instance, agree that 
it would be a mistake to suppress important inventions* On the 
other hand, where the potential gams are large, it is unlikely that 
real income distribution would not be significantly affected Thus 
many people would hold that the industrial revolution decreased 
economic welfare for a considerable period of time. My conclusion 
IS that one could have little confidence m tlie sort of policy sug¬ 
gested by Professor Hicks. ^ 

Turning now to changes which do affect income distribution 
significantly, we have the same fundamental value judgements, 
and we still, of course, require the assumption that individuals are 
consistent We do not, however, require the assumption that in¬ 
come redistribution effects would be random Also, since we are 
now dealing with isolated changes, and not with a policy, a rather 
shorter period of time may be relevant, in which case the con¬ 
sistency assumption is not so unplausible Nevertheless, given that 
I accepted the fundamental value judgements, and thought that 
the change would shift real income distribution m a good direction, 
I would certainly require that the potential gams should be fairly 
large before I could say with any confidence that the change would 
be better than a policy of income redistribution alone 

On the other hand, as already noted, in practice a policy of 
redistributing income by shifting money is impossible without 
violating the ‘optimum* conditions This means that often one 
might want to recommend changes which would cause a good 
redistribution, even although the Scitovsky criterion was not satis¬ 
fied. In which case, a fortiori, one would want to recommend them 
if It were. What this all adds up to is that the question whether in¬ 
come redistribution would be definitely good, or could be made 
good by compensation, is a more important part of the criterion 
than the Scitovsky part, unless it is obvious that the magnitude of 
the theoretical gains (the amount by which the gainers could con¬ 
ceivably overcompensate the losers if everyone was an economic 

* A M Henderson has suggested CThe Pricing of Public Utility Under¬ 
takings’, Manchester School, Sept, 1947, p 230) that the randomness of distribu¬ 
tion effects IS an assumption which has been presupposed in economic doctrine 
ever since Adam Smith This seems to me to be an inadequate reason for con- 
tmumg to make such a dangerous assumption, 
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man) is great. This is most likely to arise where the change is one 
which might have a cumulative eifect, as opposed to a once-and- 
for-all effect, on the output of goods. I certainly do not want to 
suggest that it is necessarily wrong to accept bad redistributions, 
or not press for good ones, in the name of economic growth 

In the latter part of this chapter we have rather loosely spoken 
of 'recommending^ and used the word 'should*, and so on. These 
phrases are justified m so far as we have introduced ethical pre¬ 
mises, but it IS important to remember that we have ruled out all 
ethical considerations which do not relate to the amount of goods 
and services consumed by individuals Thus our recommendatory 
conclusions must not be regarded as absolute recommendations, 
or unqualified value judgements, we also require that all non¬ 
economic effects of the change should be neutral, or beneficial; or, 
if bad, they must be outweighed by the good economic effects 

Finally, we must make one very important point. When dis¬ 
cussing a good economic policy, we tried to aim at general accept¬ 
ability, but that does not, of course, imply that what is generally 
acceptable is good. We only aim at general acceptability in order 
that the analysis should be of interest to as many people as possible 
We are not thereby absolved from making our value premises ex¬ 
plicit if we want to avoid the charge of moralizing Since value 
judgements are presupposed, it follows that, in the last analysis, 
whether a policy would be a good one, or a change increase 
economic welfare, is purely a matter of personal opinion This is 
particularly obvious m the case of changes which affect income 
distribution significantly Each person must answer for himself the 
question ‘Would this change affect real income distribution favour¬ 
ably or unfavourably ?* This does not mean that welfare economics 
must be useless It only means that people who differ on the sub¬ 
ject of distribution will seldom agree on the desirability of econo¬ 
mic changes This is simply a fact which we have to accept. Even 
so, welfare economics may still help people who disagree on the 
subject of distribution to agree on the best way of bringing about 
any given redistribution 

It may be useful to conclude this chapter by briefly tracing the 
relation which the above exposition of the foundations of welfare 
economics bears to utilitarian welfare economics. The first im¬ 
portant point IS that it makes the ethical implications of the subject 
perfectly explicit Secondly, it does not beg the question m favour 
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of any particular ethical creed. It provides therefore a more general 
framework than utilitarian economics, which can be fitted into it 
by suitable translations. Thus a utilitarian may, if he wishes, always 
interpret ‘on a higher behaviour line' as ‘more satisfaction’ Like¬ 
wise, he may interpret 'a good redistribution of income’ as ‘a 
redistribution which would increase happiness’ But if one does 
not believe that the view, that economics is about satisfactions, is 
sufficiently plausible, one can merely judge that it is a good thing 
that a person be m a preferred position. Also, since the above 
schema is explicitly ethical, it follows that the notorious question 
of whether interpersonal comparisons are value judgements ceases 
to be of any importance In order to reach our ethical conclusions, 
we have to judge that a certain redistribution would be good^ and 
not merely that it would increase happiness. But interpersonal 
comparisons are not, in fact, merely value judgements, and people 
will generally use these factual comparisons to help them decide 
the value question whether a certain redistribution would be good 
or bad. 

Since we believe that the essential purpose of the economics of 
wealth, happiness, or welfare is to make recommendations, and to 
influence people, it follows that it should be put on an explicit, and 
not merely an implicit, value basis. We therefore prefer the above 
schema to that of utilitarian economics. But, having said this, we 
must add that the utilitarian scheme of things was more logical, 
more acceptable, and less misleading than that version of the New 
Welfare Economics which was based merely on conceivable over- 
compensation. 



CHAPTER VII 


THE NEW WELFARE ECONOMICS (2): 
THE ECONOMIC WELFARE FUNCTION 

There remains for consideration the system of welfare economics 
favoured by the first school of thought mentioned in the previous 
chapter This system was first worked out by Professor A Bergson 
in his article A Reformulation of Certain Aspects of WeKare 
Economics’.^ On this formulation the ‘optimum’ conditions of pro¬ 
duction and exchange are derived as necessary conditions for ‘maxi¬ 
mum welfare’. In the last chapter we developed a sufficient criterion 
for a desirable economic change, and no such concept as ‘maximum 
welfare’ was used. It follows that if the ‘optimum’ conditions are 
deduced from this later kind of basis, they must be deduced as 
sufficient conditions for an economic improvement, and not as 
necessary conditions for achieving ‘the maximum’. This is one of 
the distinctive differences of emphasis between the two systems. 

The Bergson-Samuelson system proceeds by way of a ‘social 
welfare function’.^ In other words it is postulated that all possible 
configurations of the social system are arranged in order of value. 
This means that, if the system is ever to be applied, we require 
someone—let us, for the moment, call him ‘superman’—to answer 
the question ‘Is X better or worse than F?’ for all conceivable 
values of X and 7. The value judgements of this ‘superman’ must 
be consistent in the same sense as an ‘economic man’ must be 
consistent, i e if he says A is better than R, and B better than C, 
he must say that A is better than C 

But no conclusions about the real world can be reached if one 
tries to talk about everything at once So let us replace the ‘social 
welfare function’ by an ‘economic welfare function’ ^ This means 
that it IS proposed to take into account only the economic differ¬ 
ences between each pair of possible situations. The word ‘econo-^ 
mic’ IS defined as m Chapter I The order in which the situations 
are arranged on the economic welfare scale may, of course, differ 
from the order in which they are arranged on the social welfare 
scale. We cannot therefore say that a situation of greater econonuc 
‘ QJ^ (1937-8), pp* 310-34 

^ Cf, Samuelson, op cit , pp 319-28 


^ Cf Bergson, op cit 
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welfare is a better situation in the eyes of ^superman’. But, for 
the sake of brevity, we shall use such words as ‘good*, ‘bad*, and 
‘ought* The resultant value judgements must therefore always 
be regarded as qualified by the condition that the non-economic 
differences between the two situations must be a matter of ethical 
indifference, or they must support the value judgements made as 
a result of a consideration only of the economic differences. The 
phrase ‘m the opinion of “superman** * ought also to qualify the 
value judgements 

To make any progress some assumptions must be made about 
the form of the ‘economic welfare function* In other words, we 
require some value postulates Let us, then, postulate that ‘welfare* 
is an increasing function of the ‘well-being* of ‘individuals*, i.e. 
whether we move up or down the scale of ‘economic welfare* 
depends on whether ‘individuals* become ‘better off* or ‘worse off* 
(if this is not postulated, there is no problem of how ‘goods* ought 
to be allocated to ‘individuals’, and therefore the ‘optimum’ ex¬ 
change conditions could not be derived) We also postulate that 
‘economic welfare* is greater if one ‘individual* is ‘better off*, and 
no ‘individual* is ‘worse off* Then, in order to relate ‘better off* 
and ‘worse off* to economic theory, it must be stipulated that an 
‘individual* is ‘better off* if he is ‘on a higher behaviour line*, and 
similarly for ‘worse off* ^ 

It follows that ‘economic welfare* is greater if some ‘individual* 
IS ‘on a higher behaviour line*, and if no other ‘individual* is 
affected at all. This suffices for the deduction of the ‘optimum* 
conditions of production and exchange as necessary conditions for 
attaining the highest possible value of the economic welfare func¬ 
tion ^ It can be shown that if any one of these conditions is not 
fulfilled, then it is conceivable that some ‘individual* should be 
made ‘better off', without any other ‘individtial* being made 
‘worse off*. But the fulfilment of all these ‘optimum* conditions of 
production and exchange is still not sufficient to ensure that the 
highest conceivable value is attained. They suffice only for the 
attainment of a Pareto optimum,^ The final condition for achieving 

* This last postulate will be slightly modified later 

* In Appendix III we throw some doubt on whether these conditions should be 
regarded as necessary for a Pareto optimum if these doubts are accepted, then 
It follows that they are not necessary for the optimum But, in conjunction with 
an ideal distribution of welfare, they would remain sufficient for the optimum 

^ See p 84 above 
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the 'optimum* (among all the Pareto ‘optima’) is that there should 
be an ideal distribution of ‘welfare’ among the ‘individuals’. It thus 
has to be imagined that ‘superman’, besides laying down the value 
postulates already shown to be required, also defines an ideal 
distribution of ‘welfare’. 

As has been said, the exponents of the above approach to ‘wel¬ 
fare’ economics have neglected to define sufficient conditions for an 
improvement in ‘welfare’.^ But one sufficient condition is, of course, 
implied, i e. that all the ‘optimum’ conditions, including the ideal 
distribution of welfare condition, be put into operation at once. 
Thus the neglect of sufficient conditions for an increase in ‘welfare’ 
tends to turn the system into the theory of socialist economics,^ 
This assimilation of welfare economics to socialism is evidently 
suggested by the lack of any discussion of when it might be a good 
thing to put one ‘optimum’ condition into operation, even if some 
of the others were not fulfilled, thereby suggesting that it is a case 
of all or nothing To a certain extent this emphasis on the ‘opti¬ 
mum’ conditions as each being necessary for the ‘optimum’, but not 
sufficient for an ‘improvement’, is undoubtedly an accident of the 
mathematical analysis employed. But, whether accident or not, the 
implication of all or nothing is there, unless the author takes care 
to let it be understood that he does not intend to imply anything 
at all. 

Nevertheless the conclusions which were reached in Chapter VI 
could have been derived from an economic welfare function defined 
by means of the value postulates proposed above. If one has the 
same premises one can, naturally, reach the same conclusions. 
The difference between the two approaches is as follows. To speak 
of an economic welfare function implies that every situation can be 
said to be ‘better than’, ‘worse than’, or ‘in different to’ every other 
situation ,3 this implies that there is a best or a number of ‘equally 
best’ situations; which, in turn, implies an ideal distribution of 
welfare On the other hand, the situational analysis, developed m 
Chapter VI, presupposes only that a limited number of points 

^ It IS not quite true that sufficient conditions for an improvement were alto¬ 
gether neglected Professor Bergson {Q J E article, p 333) in effect concludes 
that increases in the ‘national dividend’ would increase economic welfare if they 
were positively correlated with good changes in welfare distribution 

* It is noteworthy that the article on welfare economics by Professor Bergson, 
m A Survey of Contemporary Economics^ is entitled ‘Socialist Economics^ 

^ Cf. Samuelson, op cit, p 221 
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(four) are, necessarily, thus orderable.^ The situational analysis is 
derivable from an economic welfare function, and, since the reverse 
does not hold, the economic welfare function can be said to be 
more general. But the advantages of increased generality are very 
dubious—except from the mathematician's point of view—if the 
economic welfare function cannot be applied. It seems to me that 
the functional terminology is advantageous only if one can signi¬ 
ficantly speak of maximizing economic welfare, using the term m 
Its ordinary sense Therefore since the maximization of welfare 
implies the possibility of an ideal distribution, let us pretend that 
we are starting off with an ideal distribution, as defined by *super- 
man' whoever ‘he' may be. It follows that one cannot deduce that 
any change should be made unless, after compensation, it makes 
someone better off, and no one worse off. 

But we have already seen that, if the actual compensation of all 
losers is required before any economic change can be said to be 
good, then probably no good economic changes can occur No 
change of any significance in the real world could ever be made 
without harming some people. Also compensation can never be 
more than rough and ready, partly because the behaviour maps of 
individuals (even, supposing them perfectly consistent) are not 
known, and partly because the effects of any important economic 
change may be extremely widespread, and the number of in¬ 
dividuals involved very great 

It will be remembered that the payment of compensation was 
also criticized on the ground that it betrayed a conservative bias 
But the present case is very different, for an ideal distribution has 
been presupposed. If we start with an ideal, conservatism is, by 
definition, the best policy. But what does this concept of an ideal 
distribution really mean ^ We have seen that the ideal distribution 
was to be defined by ‘superman’ But nobody could say what dis¬ 
tribution of real income, or welfare, would be ideal We have no 
terminology for describing welfare distributions The definition, 
therefore, must be ostensive. We have to suppose that ‘superman’ 
would point to a certain configuration of the economic system, and 
say Hhat represents the ideal welfare distribution' 

It IS time that something was said about the interpretation of 

* It may be suggested that we have a partial economic welfare function even 
if only two situations are assumed to be orderable If one is determined to use 
mathematical language, at whatever cost m clarity, this can, of course, be said 
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this word ‘superman’. Could ‘superman^ be interpreted, for in¬ 
stance, as public opinion? It is difficult to imagine how public 
opinion could define an ideal distribution Take a more or less 
democratic country such as England. Some might consider the 
distribution of welfare in England now to be ideal, but many more 
would not. Howsoever it was altered, there would still be many 
who would not find it ideal Indeed, it seems doubtful whether it 
would ever be possible to get two people, let alone a majority, to 
vote ‘Yes’ m answer to the question Ts the present distribution of 
welfare ideaP’, no matter how welfare was distributed. Thus, in a 
democratic state, it seems absurd to suppose that public opinion 
could define an ideal distribution. 

Could ‘superman’ be interpreted as Parliament or the Cabinet? 
This idea leads to the suggestion that economists, m a state with 
a democratic government, must always take the prevailing distri¬ 
bution as ideal, because the government would have changed the 
distribution if it had wanted to This suggestion rests on two 
fallacies It is certainly a fallacy to suppose that the government 
must approve of the prevailing distribution, merely because it has 
the power to alter it This is like saying that one must always want 
to be m the place where one is, even if one happens to be motoring 
through It But the present suggestion also rests on the highly 
undemocratic idea that the government always knows what is best 
—or that It alone can say what is in the public interest Those 
economists who are not civil servants are permitted to criticize 
the aims, policies, and opinions of the government. 

It thus appears that the ‘ideal welfare distribution’ could at best 
be defined only in a totalitarian state, where economists, or other 
subjects, never question the value judgements of their rulers But 
even in such a state it might not be safe to assume that the distri¬ 
bution of welfare was always just what the rulers wanted. In the 
real world, the redistribution of welfare is a slow and difficult 
business And, even if economists in such a state could assume that 
distribution was ideal, there would still be great difficulty in making 
changes which did not upset that distribution The difficulties in¬ 
volved in the idea of trying actually to compensate all losers would 
not be removed. The distribution of welfare would inevitably 
shift, in which case it would still be necessary to inquire whether 
the resultant redistribution was good or bad. We can only conclude 
that the ‘economic welfare function’ would be inapplicable even 
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in an absolutist state, and doubly so in a democratic one, where 
there would be as many (vague) welfare functions as there are 
individuals. It can be regarded only as a formal device necessary 
to a perfectly general abstract system of ‘welfare*, which bears no 
relation to practical policy. 

Now the third school of thought—the Kaldor-Hicks-Scitovsky 
school—concentrated not on developing the necessary conditions 
for Utopia, but on providing a sufficient criterion for an economic 
improvement It is clear that this kind of approach is suggestive of 
reform rather than revolution, of patching up rather than tearing 
down and building anew But the criteria developed were not 
acceptable because they ignored income distribution. It was also 
not clear that the ethical, recommendatory, nature of welfare 
economics was recognized We therefore introduced value judge¬ 
ments into the analysis The two fundamental value judgements 
were (a) that welfare is an increasing function of the well-being of 
individuals, and (b) that an individual is better off if in a chosen 
position These two value judgements are identical with those which 
must be used by the exponents of the ‘economic welfare function*, 
if all the traditional ‘optimum* conditions are to be deduced. 

But there the resemblance ends The Kaldor-Hicks school of 
thought made welfare independent of distribution. We refused to 
accept this latter stipulation, and introduced a new sufficient 
criterion for a desirable economic change The use of the phrase 
‘increase of economic welfare* is made dependent on the judgement 
that the resultant redistribution would not be bad This means that, 
in our system, unqualified conclusions can never be reached, if it 
is desired to remain neutral on matters of welfare distribution But, 
by leaving open the question of whether any shift in distribution 
would be good or bad, we avoid having to make the useless presup¬ 
position of an ‘ideal welfare distribution*. The application of the 
theory therefore becomes more general ^ Anyone can decide for 
himself whether the projected redistribution would be good or bad, 
and therefore whether (in theory) the change ought to be made or 
not One of the least tolerable features of the ideal distribution con¬ 
cept is that It limits the use of the theory to those who happen to 
believe that the distribution of welfare is ideal. 

* In welfare function terminology people who would define widely different 
functions may agree on the desirability, or otherwise, of a given change People 
need not agree about everything to agree about one thing 
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The other important difference is that the ‘optimum^ conditions 
need not be derived as necessary conditions for ‘maximum welfare\ 
The maximum’ is a concept without any possible empirical 
significance, and therefore it seems preferable not to use it It is 
more meaningful to derive the ‘optimum’ conditions as sufficient 
conditions for an improvement, without attempting to define a 
maximum position. The ‘economic welfare function’ is the basis 
of a perfectly valid system. It has been criticized, not on logical 
grounds, but on the ground that it cannot be applied. We prefer 
the less highly formalized, less comprehensively rationalistic, 
situational kind of analysis Of course, we may be forced to decide 
that even this kind of analysis is hopelessly inapplicable. But at 
least It seems to offer more hope of application. 

Let us review the progress made so far in this book. We' have 
developed a formal sufficient criterion for deciding when a change 
IS economically desirable It is desirable if (a) it results in a good 
redistribution of welfare, and if (b) the potential losers could not 
bribe the potential gainers to vote against the change This 
criterion may be expressed, in other words, as follows A change 
is economically desirable if it results in a good redistribution of welfare^ 
and if a policy of redistributing money by lump-sum transfers could 
not make everyone as well off as they would be if the change were made 
It is important to remember that this is a sufficient criterion only 
It is not suggested that changes which do not satisfy it may not also 
be desirable. Secondly, it is conceivable that some changes which 
satisfied it might prejudice still better changes so the qualification 
‘so long as it is judged that still better changes are not thereby 
prejudiced* should be made One thing that the criterion does, is, 
as It were, not to give the green light to all changes which increase 
welfare a change which would increase economic welfare, but can 
be shown to prejudice a still better position attainable merely by 
redistribution, is not given the green light So one important kind 
of alternative policy, i.e. redistribution is partly taken account of 
—but the criterion cannot ensure that yet other kinds of policy, 
which would result in still better positions, might not be prejudiced 
by a change which it permits. 

With this qualification the criterion is an adequate basis for wel¬ 
fare economics, because, as we shall see in the following chapter, 
It permits the deduction of the traditional ‘optimum’ conditions, 
as sufficient conditions for a desirable change, given that the 
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fulfilment of the condition would not have an unfavourable effect 
on distribution. Whether a certain economic change would be good, 
or not, thus depends on a value judgement about income distri¬ 
bution. It IS a matter of opinion whether any given shift in distri¬ 
bution would be good or bad, and therefore always a matter of 
opinion as to whether some economic change is desirable or not. 
This does not m the least imply that welfare economics must be 
useless It may enable people who largely agree on matters of 
distribution to agree on the desirability of certain specific changes. 
And even if an economist thinks that some suggested change would 
affect distribution unfavourably he can still make some recom¬ 
mendation He can, for instance, say that if the government is 
determined to shift distribution in that way, then it would be better 
to do it by making the suggested change rather than by some other 
means But this does not, of course, imply that he would be pre¬ 
pared to say that the change would increase welfare 

The above analysis presupposes only two value judgements, 
both of which we believe to be widely acceptable. The first is that 
the welfare of the community is an increasing function of the wel¬ 
fare of individuals The second is that an individual is better off 
if he IS in a chosen position We found that value premises are 
essential to welfare economics because welfare conclusions are 
value judgements, and because value conclusions require value 
premises Our criterion for a desirable economic change thus 
resulted from the introduction of a value judgement about welfare 
distribution mto the Kaldor-Hicks-Scitovsky ‘situationar, or 
‘partial’, analysis. 

We believe that anyone who accepts the two fundamental value 
judgements, and our definition of the word ‘economic’, must accept 
the above criterion. This completes our discussion of the founda¬ 
tions of welfare economics These foundations are, in our opinion, 
sound. If welfare economics is found to be useless, it is not because 
there is anything shifty about the philosophical or logical founda¬ 
tions We claim to have stated the required postulates m a clear, 
precise manner. It only remains to accept or reject them. It will be 
presumed, in what follows, that they are accepted 

The criticisms of welfare economics which will occupy us m 
subsequent chapters will be neither logical, nor linguistic, nor 
philosophical. We shall be concerned with the realism of the 
theory, i e with the question of how far the defining characteristics 
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of our concepts are realized in practice We have already, to a 
limited extent, been concerned with this question of realism It has 
been seen that the exact application of the hn a chosen position* 
criterion to the real world, in a form which is theoretically useful, 
demands that individuals should be perfectly consistent ‘economic 
men*. But any exact application was obviously out of the question 
We therefore asked ourselves whether the behaviour-line analysis 
of individual econonuc behaviour was suffiaently realistic for us to 
have a reasonable degree of confidence m the deductions made 
from such a basis.^ 

A tentative answer to the above question was given in Chapter 
III It was decided that the behaviour-line analysis applied very 
badly to actual individuals On the other hand we believe that most 
people would still be prepared to accept the two fundamental value 
judgements, even given that the word ‘individual’ is not to be taken 
absolutely strictly It was concluded that if ‘individual* is inter¬ 
preted in a vague way as referring to average men, or small homo¬ 
geneous groups, then it would be very rash to conclude that the 
facts of inconsistent behaviour, taken alone, render all prescriptive 
economics useless. 

The above discussion of the reality of one of our essential factual 
assumptions has been rather tentative We have spoken vaguely of 
an analysis applying ‘well* or ‘badly*, and talked of ‘a reasonable 
degree of confidence* Why do we have to make such vague judge¬ 
ments ? Why cannot the question, whether the theory applies well 
enough, be definitely answered ? What are the usual scientific tests 
for when an assumption, or a hypothesis, is good enough ? 

In science the above sort of question is answered pragmatically 
Assumptions are good enough if they yield conclusions which can 
be tested, and are found to be true—or, if not precisely true, are 
better than nothing, and better than results yielded by any other 
hypothesis. Evidently, in order to answer such a question as ‘Does 
the behaviour-line analysis apply well enough?* the conclusions 
which result from its application to the real world should be tested. 
But the conclusions are welfare conclusions. Are such conclusions 
testable? In principle, ‘Yes* Having selected an individual who 

* The applicability of the behaviour-line analysis does not depend only on the 
degree of consistency displayed by individuals It also depends on how far 
economic goods are divisible The problems arising from the unreality of the 
assumption of perfect divisibility will be discussed later, m Chapter X 
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approved of our value judgements, we could then make changes 
which satisfied the criterion of desirability, and askhim whether the 
resultant situation was better or worse than the initial one But from 
this description of how the conclusions could be tested in principle 
it becomes fairly obvious that they could not be tested in practice 
The reasons are {a) that no controlled experiment is possible. 
Even if our guinea-pig said that an improvement had resulted, we 
should be unable to rule out the possibility that the improvement 
was the result, not of the changes deliberately made, but of con¬ 
comitant changes—and (i) the canvas is too large for any individual 
to be able to observe it all, and so make a reasonable judgement 
Physicists do not have to worry about whether the concepts of 
the deductive systems, which they use, have any recognizable 
interpretation In physics, it does not, for instance, matter in the 
least whether or not electrons are identifiable objects which behave 
m the postulated manner What are important are the conclusions 
in terms of physical objects, which can be verified or falsified. But 
social scientists, in lieu of readily testable conclusions, must con¬ 
cern themselves with the extent to which the defining character¬ 
istics of their concepts realize themselves ^ 

Thus the question of whether the assumptions of welfare econo¬ 
mics are good enough (when they are obviously not very good) is 
a matter of individual judgement—and never a matter of proof 
Since, m subsequent chapters, we shall be questioning many of the 
factual assumptions, implied by any application of welfare econo¬ 
mics to practical policy, this fact should be borne in mind So far 
we have been concerned only with one assumption, that of con- 


^ The fact that our theoretical conclusions cannot be tested, and that we 
therefore ha\e to fall back on testing our postulates, marks an important 
difference between welfare economics (and, I think, all the social sciences) and 
the physical sciences This has been well put by F S C Northrop m his article 
*The Impossibility of a Theoretical Science of Economic Dynamics’, Q jf E 
Ivi, 1941-2, as follows 'the difference in scientific method is marked Physics 
tests Its deductive theory indirectly by empirically checking its theorems, 
Economics, directly by empirically confirming its postulates In Physics one 
' believes in the validity of its postulates because their deductive consequences, 
, the theorems, are experimentally confirmed, in Economics, one believes in the 
validity of its theorems because they are the logical consequences of the im¬ 
mediately confirmed postulates * As comment w'e may add that this passage 
seems to apply perfectly to welfare economics, but not to positive macro- 
economics We must also add that our postulates are not, m fact, confirmed—■ 
at best they are confirmed to have a gram of truth—and so we may, or may not, 
believe in the truth of the theoiems 
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sistency of choice Whereas my judgement is that we cannot simply 
dismiss welfare economics on the ground that this is an absurd 
assumption, nevertheless I think that its obvious unreality is alone 
sufficient to make it foolish to be concerned with minutiae. Before 
applying our formal criterion we should at least require that the 
losers would appear to be, in theory, incapable of bribing the 
winners to oppose the change by a fairly handsom^^tuargm 

The fact that it is a matter of judgement whether the abstract 
welfare theory applies well enough to the real world to justify its 
application to live issues, implies, I think, that welfare economists 
cannot, even if they wish to, avoid all responsibility for deciding 
questions of value Since welfare judgements about the real world 
are value judgements, it follows that the question whether the 
abstract theory applies well enough for us to risk such conclusions 
is a value question. When an economist says Tf you accept such 
and such premises, then these conclusions follow’ he must re¬ 
member that the given premises will be understood to run in terms 
of real individuals, &c. But the economist himself works in terms 
of rather unreal abstractions, he must accordingly remember that 
his practical conclusions are suspect The non-economist should 
be warned of the assumptions which the economist slips in in order 
to be able to deduce his practical conclusions from the given 
premises In practice, to warn the non-economist of all the assump¬ 
tions made, would be to teach him a lot of economic theory. Thus 
economists themselves have largely to decide whether the theory 
is good enough They cannot free themselves from all responsi¬ 
bility The distinction sometimes drawn between economist qua 
economist, and economist qua moralist, is an unreal one. 

In the next chapter the ‘optimum’ conditions of production and 
exchange will be developed, both as necessary conditions for a 
maximum, and as sufficient conditions for a desirable economic 
change From what has been said above, however, it is clear that 
the latter sense of the word ‘optimum’ is the only one which is 
regarded as being of any possible practical significance ^ We shall 
also show under what conditions these ‘optimum’ conditions 
would, m theory, be fulfilled. We shall endeavour to present the 
theory as applied theory. Even so we shall only take the unreality 

* It IS also shown in Appendix III that considerably weaker assumptions 
about individual behaviour are required if we are content to derive the ‘optimum* 
conditions solely as sufficient conditions for an improvement 
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CHAPTER VIII 


THE ^OPTIMUM’ CONDITIONS OF 
PRODUCTION AND EXCHANGE (i) 

I. THE 'optimum' conditions OF EXCHANGE 

We postulate a fixed stock of ^goods’ to be distributed between a 
number of 'individuals’. 

I (a) The marginal rate of substitution between any two *goods* must 
be the same for every 'individuaV who consumes them both 

For two ^goods’ and two 'individuals’ this can be proved with the 
aid of a box-diagram of behaviour lines. Thus, m Fig. IX, .4's 


FIG IX 



AFX 


behaviour lines are convex to the origin A, and R’s to the origin 
B, Adjacent sides of the box represent the total amounts of the 
two goods X and Y to be divided between A and B, and thus every 
point represents a certain division of the goods between them. 
At the point E, for instance, A gets AF and AG of X and Y 
respectively, and, similarly, B gets BJ and BH, The point E is one 
at which the slopes of ^’s and B's respective behaviour lines (PP 
and QQ) are different Whenever this is the case, it can be seen by 
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inspection that it must be possible for one to reach a higher curve, 
while the other remains on the same curve, or also reaches a 
higher one. It follows that equality of the marginal rate of substitu¬ 
tion IS a necessary condition of ^maximum welfare’ ^ This two- 
person, two-good case can be generalized to apply to n persons, 
and n goods The proof of this, and of all similar generalizations 
of the other ‘optimum’ conditions, is left to the mathematical 
economists.^ 

Putting the above condition into operation, when it is not 
already fulfilled, is, in theory, a sufficient condition for an increase 
in welfare, so long as the distribution of welfare is not thereby made 
worse. This follows because any movement to a position of tan- 
gency of behaviour lines is a movement which satisfies the Sci- 
tovsky criterion Once such a position is reached, as a result of 
some change, it is impossible that the Kaldor-Hicks criterion 
should be satisfied for the reverse change away from the tangency 
position This is the same as to say that the Scitovsky criterion must 
be satisfied for any change to a point of tangency of behaviour lines 

In what circumstances is this ‘optimum’ condition fulfilled? 
In Chapter II we saw that a behaviour line must be tangential to 
any fixed price line at the chosen point. This condition is therefore 
satisfied if individuals are free to choose, and if there is only one 
price m the market, because, then, all behaviour lines must be tan¬ 
gential to the same price line, and therefore have the same slope. 
The fixed price must, of course, be such that all the goods are sold 
This requirement is not necessary when it is assumed, as in Fig 
IX, that aU the goods have already been distributed before exchange 
takes place 

Earlier we promised to modify the postulate ‘an “individual” is 
“better off” if he is “on a higher behaviour line” The modified 
postulate IS as follows ‘an “individual” is “better off” if he is “on a 
higher behaviour line” and if his well-being is not unfavourably 

* Sometimes the only positions in the box which satisfy the condition that it 
must not be possible for one to reach a higher line without the other falling to a 
^lower one will be on the boundaries of the box In such a case it cannot be said 
that equality of the marginal rates of substitution is necessary for an ‘optimum* 
The same also applies if behaviour lines are permitted to be kinked The 
modifications which need to be made to the 'optimum* conditions in these cases 
are dealt with m Appendix III, 

^ Reference may be made to Bergson, op cit , I/ange, 'Foundations of 
Welfare Economics’, Econometnca, July-Oct 1942, Samuelson, op cit, 
pp 229-40 
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affected by changes in the well-being of other “individuals** * The 
object of this modification is to 1 amove the assumption that indi¬ 
viduals* welfares are completely independent Professor Bergson 
has shown that the ‘optimum’ conditions do not require this 
assumption of independence, To quote* 

In so far as Marshall and Pigou conceive of welfare as the sum of the 
utilities of different households, their formulation involves an additional 
decision on ends, namely one to the effect that the interrelations in the 
utilities of the different households have a zero social value. The magni¬ 
tude of the change in the community's welfare, resulting from a change 
in the budget position of any one family, does not depend at all on the 
living standards enjoyed by other households 

Foi purposes of analyzing the optimum allocation, however, it is 
unnecessary to refer to this special and obviously very dubious case, it 
has been shown that all propositions of interest can be deduced from 
the more general function in the formula given above ^ The demonstra¬ 
tion of this point would seem to be one of the more interesting doctrinal 
gains resulting from the introduction of the welfare function^ into the 
analysis.^ 

It must be noticed that Professor Bergson does not merely claim 
to dispense with the independence assumption in arriving at the 
barren truism that the ratio of the marginal social values ought to 
be the same for any two goods whichever individual consumes 
them, but also in arriving at the condition that the marginal 
rate of substitution ought to be the same How is this possible, in 
view of the fact that, if the independence assumption is not made, 
one cannot say that economic welfare is increased if some ‘indi¬ 
viduals’ are ‘on higher behaviour lines*, and none are on lower 
ones? The answer is that if, say, A and B (as in Fig IX) could be 
raised to ‘higher behaviour lines’, then, even if their increased 
welfare has such external diseconomies of consumption^ that the 

^ The ‘formula given above’ is the economic welfare function, W = F (Ui, 
U2, Ua ), where Uu U2, Ug represent the utilities of the different households 
as they see them, and the welfare of the community, is understood to be an 
increasing function of these utilities 

^ Yet the hedonistic calculus formulation can very easily be modified to take 
account of economies and diseconomies of consumption, as Professor Bergson 
himself, in effect, showed (cf his Q JE Article, p 313, n 9) The ‘doctrinal 
gain’ may have resulted from the introduction of the welfare function, but it* is 
not inconsistent with utilitarian economics 

^ A Bergson, 'Socialist Economics’ m A Survey of Contemporary Economics^ 
ed Ellis See also Bergson, loc cit ^ Q J E (1937-8), p 313, n 9. 

+ See Ch III 
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general welfare would be reduced, it would still be possible to in¬ 
crease general welfare, m that one could reduce A and B to their 
former welfare level by removing purchasing power, and then dis¬ 
tribute the potential benefit to those individuals whose external 
diseconomies of consumption, if any, do not completely offset that 
benefit Thus, unless all individual increases in welfare have more 
than offsetting external effects, which would obviously prohibit 
any increase in general welfare, this ‘optimum^ condition of ex¬ 
change IS deducible without the use of a postulate which implies 
independence. In fact, given an ‘economic welfare function’, we 
do not require to translate ‘benefit’ as ‘on a higher behaviour line’ 
in order to use the behaviour-line analysis m the deduction of the 
‘optimum’ conditions as necessary conditions of ‘maximum wel¬ 
fare’ We may notice that Professor Bergson’s criticism of Marshall 
and Professor Pigou applies better to the subsequently developed 
Kaldor-Hicks analysis, in which independence is required, because 
no economic welfare function is introduced, and income distribu¬ 
tion IS Ignored. 

From the above it follows that there is only a potential increase 
in welfare if we put A ‘on a higher behaviour line’ and no other 
‘individual’ on a lower one To make the potential ‘increase’ actual, 
it is necessary to ensure that the potential ‘gam’ is distributed to 
the right ‘individuals’ But, although one can thus deduce this 
‘optimum’ exchange condition as a necessary condition of ‘maxi¬ 
mum welfare’, how can one ever know that putting it into opera¬ 
tion would be a sufficient condition for an increase m welfare ? Now 
the magnitude of external consumption effects vanes with the dis¬ 
tribution of welfare Therefore they will be taken into account in 
deciding whether the fulfilment of the condition would cause a not 
unfavourable redistribution The condition that the distribution 
of welfare must not be adversely affected includes the condition that 
the potential ‘gams’ resulting from putting this ‘optimum’ ex¬ 
change condition into operation must be distributed to the right 
‘individuals’. This can be seen as follows. The redistribution which 
the change would cause, even allowing for the external consump¬ 
tion effects, would not, in itself, decrease welfare. Therefore a 
change which would result in this redistribution, and be such that, 
from the point of view of the new redistribution of welfare, those 
who had gained could overcompensate those who had lost, must 
increase welfare 
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We have, however, dealt only with one kind of interdependence, 
the kind which makes a man worse off because his neighbours get 
better off, without altering his consumption pattern But a change 
m the welfare of others may also alter a man’s consumption pat¬ 
tern, and this difficulty cannot be removed in the formal analysis. 
Also, there is yet another kind of external consumption-effect which 
attaches to the consumption of a particular good, whoever con¬ 
sumes it, and not to the welfare level of particular consumers. 
Thus the consumption of Rolls Royces, whoever owns them, may 
give considerable displeasure to some people who do not own them, 
and considerable pleasure to others. Again, a beautiful house may 
have important external economies of consumption. This kind of 
interdependence does not upset the ‘optimum’ conditions of 
exchange, but it may, as we shall see, upset some of the ‘optimum^ 
conditions of production That this is so is intuitively clear. Even 
if Rolls Royces are displeasing (or pleasing) to those who do not 
own them, it still follows that those who want them most should 
own them. But if they cause displeasure, or pleasure, to others their 
production should be curbed or encouraged as the case may be. 

But, finally, the external effects may depend upon who consumes 
the goods. Radios cause displeasure to others in the hands of owners 
who hve in crowded places and play them loudly but not in other 
hands The presence of such external effects upsets the ‘optimum* 
conditions of exchange, and it ceases to follow that a fixed stock 
of goods is ‘ideally* distributed if sold at a single price which 
equates supply and demand moreover, no conceivable system of 
indirect taxes or subsidies v/ould meet the case, in fact, some 
restriction of individuals’ freedom of choice is usually the only 
possible manner in which such anti-social behaviour can be re¬ 
strained 

If we include ‘leisure’ as a ‘good’ in the behaviour-line analysis, 
we can express another ‘optimum* condition of exchange 

I (b) There must be equality of the marginal rate of substitution 
between ^leisure' and any given consumption 'good' for all 
'individuals' who 'work' and consume that 'good' 

As before, if this condition does not hold for every pair of 
individuals*, it would be possible for one of them to reach ^a 
higher behaviour line’ without the other falling to ‘a lower behaviour 
line’ 
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But, as we saw in Chapter III, there is a great difficulty about 
fitting leisure into a behaviour-line analysis, because it is not, m 
general, the case that the amount of work which a man does is his 
free choice. It may be true that, if a man has to work eight hours 
or not at all, he may take his leisure in the form of slackness, and 
thus try to adjust his subjective marginal rate of substitution of 
leisure for the good in question to their relative prices, as deter¬ 
mined by the price of the good and his marginal earnings Where 
a man is paid by time, and where he cannot, for reasons of pro¬ 
duction technique, be allowed to vary his working time as he 
chooses, this ‘optimum* condition could only be brought about in 
this way It cannot reasonably be claimed that the consistency 
which a man shows in his working time is a sign that he has 
constant preferences* It is rather a sign of lack of choice at the 
margin. 

There is also the difficulty that there are many different kinds 
of work of varying degrees of unpleasantness A man cannot nor¬ 
mally split his work up between many different jobs, in the way 
that a consumer can split up his consumption. The rate at which 
he would be willing to exchange leisure for the given good would, 
of course, depend on the relative pleasantness of the job he was 
doing. We really need a different leisure corresponding to every 
different kind of work Taking into consideration the different 
kinds of work means that we require another ‘optimum* condition, 
to wit: 

I (c) The marginal rate of substitution of one kind of *work^ for 
another must be equal for all Hndwtduals^ who do both kinds of 
*work' 

The unreality of this condition is manifest It is, however, true, 
in a sense, that both working time and relative wage-rates are partly 
determined by individual preferences But the preferences are 
usually collective rather than individual To put it m another way, 
the trade union seems to be the relevant ‘individual’ in the case of 
choices about work, while actual or typical individual workers, or 
their families, are more relevant to the consumption of ordinary 
goods. Yet, in condition i (i), the same interpretation of ‘individual* 
IS required, whether he is consuming or working The marginal rate 
of substitution referred to cannot therefore be precisely determined 
by observing the free choices of any real individuals 
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Thus the value postulate ^an individual benefits if he reaches a 
higher behaviour line* leaves us rather in the dark Ought hours of 
work to be removed from collective bargaining, and become again 
the object of more individual,choice ? Ought the decline in produc¬ 
tion, which would probably occur as a result of the increased 
difficulty of factory organization, to be tolerated? The theory 
cannot give us much help here^ unless we make a number of ad 
hoc value judgements to cover the points raised. Moreover, these 
difficulties are far from being trivial. It is not very consistent to 
lay great emphasis on individual choice m the consumption-good 
market, and very little emphasis on individual choice in the labour 
market. But that is what economic theory seems to have done.^ 
Yet most individuals spend far more time working and being 
leisurely than they do consuming objects which can be ^brought 
into line with the measuring rod of money*, 

But, in order to be able to progress with our analysis, we must 
assume these difficulties solved, for the remaining 'optimum* con¬ 
ditions depend on the fulfilment of those already discussed. We 
can suppose that certain ad hoc value judgements are given. It may, 
for instance, be laid down that a man*s welfare is greatest if he 
works a forty-hour week The relative diswelfare of different jobs 
may be considered to be in line with relative wages determined 
in some given way. We come now to the 'optimum* conditions of 
production, 

II THE 'optimum* conditions OF PRODUCTION 

We must now give up the postulation of a fixed stock of goods. 
But all the following 'optimum* conditions depend on the be- 
haviour-line analysis of 'individual* behaviour, if it is assumed that 
welfare is a function of the well-being of individuals This assump¬ 
tion, which is, of course, implicit or explicit in almost the whole 
of the theory of economic welfare, will be made throughout Con¬ 
sumption, although there is no longer a fixed stock of goods, can 
now be thought of as split up into periods, in which a fixed stock 
of goods, which was produced in the preceding period, is allo¬ 
cated to individuals For the present we ignore savings and invest¬ 
ment, and we assume constant technique, and constant managerial 


* Cf E H. Phelps-Brown, ‘Prospects of Labour’, Econonttca, Feb 1949, 
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and workmen’s ability and zeal. The first ‘optimum’ condition of 

production is, then, as follows' 

II {a) The ratio of the marginal products of any two factors of 
production^ must be the same for every ^good* in the production 
of which they both co-operate. 

In other words, the rate at which one ‘factor’ can be substituted 
for another, without altering the amount of ‘goods’ produced, must 
be the same in all lines of production. The validity of this condition 
can be shown by reference to Fig. IX The lines PP and QQ 
must be reinterpreted as iso-product curves A and j5 are now 
‘goods’, not ‘individuals’. X and Y are ‘factors’, not ‘goods’ Thus, 
the point E now represents a situation in which AF of factor Xy 
and AG of factor F, are devoted to the production of A, Similarly, 
BH of Yy and BJ of X, are devoted to the production of B The 
slope of an iso-product curve at any point represents, for a given 
distribution of the factors, the rate at which X can be substituted 
for Y m the production of A (or £) without altering the amount of 
A (or B) produced. Iso-product curves are, like behaviour lines, 
assumed to be convex to their respective origins, which implies 
that the rate at which one factor can be substituted for the other 
decreases as the substitution goes on (i e. more and more Y (X) is 
required to compensate for the loss of a given amount of (Y) as 
the amount o^ X (Y) used is reduced) If an iso-product curve 
failed to be convex over part of its length, then, if the price ratio 
of the factors remained constant, no combination of factors repre¬ 
sented by any point on the concave part of the curve would ever 
be chosen, since a higher output could, in that case, be obtained at 
the same cost. If the iso-product curves were nowhere convex to 
the origin, only one of the two factors would be employed, and the 
‘optimum’ conditions for their best usage would, then, be irrele¬ 
vant The condition of equal marginal substitutability is therefore 
an ‘optimum’ and not a ‘pessimum’ condition of production As 
before, it can be seen, by inspection of Fig IX, that, if we are not at 
a point of tangency of iso-product curves, then the production of 
Ay or By or both, could be increased without increasing the total 
amount of any factor used. 

Now, if the production of one good can be increased, without 
that of any other declining, then it must (by the definition of a 
behaviour line) be possible to raise some‘individual’ or ‘individuals’ 
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to higher behaviour lines, without affecting any other unfavour¬ 
ably, so long as we choose the right ‘individuals* and the right 
‘goods*.^ Therefore this is a necessary condition of ‘maximum 
welfare*. 

We must remember, however, that we have extended the be- 
haviour-Iine analysis to include ‘leisures* Therefore ‘factors* can¬ 
not be interpreted as human factors of production Formally, we 
require the value premise that economic welfare is not affected by 
shifting‘factors* betweenjobs. This premisecannot apply to human 
factors if we include, as we do, work or leisure in the behaviour- 
hne analysis 

Now the above analysis requires that ‘production units* be inde¬ 
pendent, 1 e. there must be no external economies or diseconomies 
of production We saw that if the iso-product lines m the diagram 
were not tangential, then more of both ‘goods* A and B could be 
produced without withdrawing ‘factors* from other uses. It was for 
this reason that it was said that the production of A and B could be 
increased without any decrease in the production of any other good 
But this does not necessarily follow, if we do not assume inde¬ 
pendence, because, analogous to external diseconomies of con¬ 
sumption, there might be external diseconomies of production. 
Thus an increase in the production of A and B might cause a 
decrease in the production of C, even though C still retained the 
same ‘factors’ of production. If everything which a ‘firm* actually 
produced could be accounted to it as part of its ‘product* (positive 
or negative), and if everything it consumed could be accounted 
to It as a ‘factor*, then every ‘firm’ must, by definition, be inde¬ 
pendent. But, in the real world, such perfect accounting is not 
possible, and therefore we have to reckon with external economies 
and diseconomies in applying our analysis If, given a uniform 
system of accounting, we knew which firms had external economies 
and diseconomies, we could ensure that production would be 
increased by making marginal factor substitutabilities equal, for, 
if they were unequal for two firms which had external diseconomies 
of production, then, at the same time as we made them equal, we 
could withdraw factors of production, so that only the products of 
other firms with no external diseconomies of either production or 

* We must choose the right ‘individuals’ and ‘goods’, because, as we have seen 
(p 132), both individuals and goods may give rise to external diseconomies of 
consumption 
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consumption would actually be increased But how are we to 
estimate these external effects ? Given a ‘superman’ who could fill 
these otherwise empty boxes/ and set values on the external 
economies and diseconomies, then, and only then, could we say 
that putting the above ‘optimum’ condition into operation, even 
given that the distribution of real income is not unfavourably 
affected, would increase economic welfare Without such a senes of 
ad hoc valuations, we can only know that, if the above condition 
IS not satisfied, then it must be possible to increase economic wel¬ 
fare, but we cannot be sure that putting the condition into operation 
will not actually make matters worse In other wordsj such external 
economies and diseconomies of production and consumption are 
irrelevant to the deduction of this condition as a necessary condition 
of ‘maximum welfare’. But necessary conditions are not very in¬ 
teresting It is suffiamt conditions for improvements that we really 
want, and those external economies and diseconomies, which may 
attach either to the production or the consumption of a particular 
good, prevent us deducing the present condition as sufficient for an 
increase in economic welfare. They must therefore be assumed to 
be absent 

There is another kind of external economy and diseconomy 
which we must notice. It is possible that the production of some 
‘good’ could be increased without there being less of any other 
‘good’, and still it might not be possible to increase general weh 
fare, if the firm whose production was increased also produced 
‘nuisances’ which were not counted in the analysis Formally, one 
can get round this difficulty by postulating that the concept ‘good’ 
covers everything produced But, again, m practice, we cannot 
rely on ideal accounting, and anyway ‘nuisances’ are not normally 
objects of individual consumption, for, if they were, they would 
be charged to the firm, therefore they cannot be very well fitted 
into the behaviour-hne analysis. The traditional examples of these 
‘nuisances’ are smoke, noise, and smells Uncharged-for benefits 
may also occur, but are not so obvious. One might suggest those 
entertaining advertisements which at least do something to offset 
the ugly ones It is clear that these effects help to destroy the preci¬ 
sion of our analysis. Ideally we require that they should all be 
valued, and charged to the firms. 

Ignoring the external effects mentioned above, we may ask in 
' Cf J H. Clapham,'On Empty Economic Boxes’, Ey (1922) 
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what circumstances the present ‘optimum’ condition would be 
fulfilled. If a producer can exchange one inanimate factor for 
another at a fixed price, which he cannot influence, then, if he is to 
produce any given output at the minimum possible cost, he must 
make the marginal substitutabilities of the factors equal to their 
relative prices Therefore, if each producer has to pay the same 
relative prices for factors, then the ‘optimum’ condition is fulfilled 
This marginal analysis can only be applied to divisible factors of 
production, and obviously can never be precisely fulfilled in a 
world in which demand, technique, and factor prices may be all 
changing One can say, however, that, in order to give producers 
the best chance of getting as near to this static ideal as ignorance of 
the future permits (or makes desirable), one ought to see that every 
producer is faced with the same relative factor prices. 

To include animate factors in this condition would be to demand 
that, for instance, a man and a machine should be paid the same 
relative wages on a farm, and in a coal-mine. Since we have ex¬ 
cluded this, a valuation must be put on the relative diswelfare of 
work under various conditions We have already seen that this 
valuation cannot be very plausibly extracted from a behaviour-lme 
analysis of free choices on the part of actual individuals Neverthe¬ 
less, our ‘superman’ may want us to take ‘individual preferences’ 
mto account in some sense How could we best interpret this re¬ 
quirement ? 

We might take relative wages, as determined by collective bar¬ 
gaining. But ‘superman’ might want us to try to get nearer to real 
individuals’ preferences than that. One possibility would be to set 
relative wages at the point at which there is no tendency for 
either line of production to grow at the expense of the other. But 
should we take the short or the long run ? There are large costs in¬ 
volved in labour movement m the short run which are avoided in 
the long run through expansion by juvenile intake, and contraction 
by retirement, the long run avoids the actual movement of indi¬ 
viduals. It would appear, then, that we should take the short run 
if we want to get as close to actual individuals’ preferences as 
possible But, then, these would only be the preferences of the 
marginal men, and would take mto account movement costs, 
which should presumably be excluded when we are simply con¬ 
sidering the relative disutilities of the two jobs. There is no reason 
to suppose that they are representative of the relative preferences 
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of intra-marginal men In fact, these, if human nature does not 
change very much, are much more likely to be represented by the 
wage-rate which would result m an absence of long-run labour 
movements. 

The alternative is, of course, that ‘superman’ would cut through 
these difficulties by setting his own valuation on the relative real 
costs of different occupations In any case, we must suppose that 
this question is settled in the best way. Then the relative prices 
between men and other factors are determined for each industry, 
and each producer ought to bring, as before, these relative prices 
into hne with his iso-product curves. 

It may be noticed that the present ^optimum’ condition is the 
only one of the ‘optimum’ conditions in which the word ‘optimum* 
need not refer to welfare If this condition is not fulfilled for all 
factors of production, including workers, then production could, in 
theory, be increased The production of the whole economy con¬ 
sists of a heterogeneous collection of things and services. One such 
heterogeneous collection can be strictly said to be greater than 
another only if there is more of at least one kind of thing, and no 
less of any kind. Thus, we can say that production could be in¬ 
creased, without any increase in resources, or in the number of 
hours worked, if the ‘optimum’ condition is not fulfilled for all 
factors of production (we ignore the production of nuisances) We 
should, however, avoid saying that production is inefficient if the 
above condition is not fulfilled, even for non-human factors To say 
^production is inefficient’ strongly implies that it would be a good 
thing if production were made efficient This is not necessarily the 
case. To make this condition operative would not necessarily be 
an improvement, because a higher level of production (even with 
no change in the amount or kind of work done by any worker) may 
entail less welfare To sum up, as with the ‘optimum’ exchange 
conditions, the present condition is a necessary condition of ‘maxi¬ 
mum welfare’, but it is only a sufficient condition for an improve¬ 
ment if (a) the ‘optimum’ exchange conditions i {a), i (i), i (c), are 
not disturbed, {b) if the distribution of real income condition is not 
adversely affected, (c) if there are no external diseconomies of pro¬ 
duction, and (d) if there are no external diseconomies of consump¬ 
tion (of the kind which attaches to the consumption of a particular 
product) We come now to the second of the ‘optimum’ production 
conditions, 
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II (&) The marginal rate at which one ^good' can he transformed into 
another must be equal to the 'individuals'' common marginal 
rate of substitution of one for the other 

This condition can, again, be illustrated*by reference to Fig* IX 
if we reinterpret it The line QQ must now be thought of as the 
locus of all those collections of the two 'goods’ X and Y which, 
with a given set of 'factors’, could just be produced if the ‘factors’ 
were always combined in the production of both X and Y accord¬ 
ing to the ‘optimum’ condition 11 (a) above This line is usually 
known as a transformation curve Its concavity towards the origin 
A implies a diminishing rate of transformation of one ‘good’ into 
the other The line PP now stands for one of the behaviour lines 
of any one of the ‘individuals’ who consumes both X and Y (If 
the ‘optimum’ exchange conditions are satisfied, then the slope of 
the behaviour line at the point E must, since E is supposed to be a 
point of equilibrium, be the same for all ‘individuals’) It can now 
be seen by inspection that, if the slope of the transformation curve 
IS not equal to the slope of the behaviour line, then the relative 
production of X and Y could be altered in such a way as to enable 
and all other ‘individuals’, to reach higher behaviour lines*^ 

The above ‘optimum’ condition is not valid as a sufficient con¬ 
dition for an increase in welfare unless all the exchange conditions, 
and the production condition ii (a)y are also satisfied (or unless 
some other value judgements have been introduced to take the 
place of ‘individual preferences’ as a value criterion) These other 
‘optimum’ conditions are necessary conditions of the ‘optimum’ 
on their own account, but require that distribution is not thereby 
made worse if it is to be sufficient for an increase in economic 
welfare to put them into operation The present ‘optimum’ con¬ 
dition requires, however, that all the preceding ‘optimum’ condi¬ 
tions should already be satisfied if it is to be necessarily a good thing 
to put It into operation ^ It is therefore more shaky than any of the 
others The difficulties engendered by external economies and dis¬ 
economies are also present, but in a more acute form. The previous 

* The modifications required if individuals’ equilibrium positions are boun¬ 
dary ones, or if behaviour lines are kinked at the equilibrium point, are explained 
in Appendix III 

* But It requires more than this it cannot really be considered as a separable 
sufficient condition from the next condition to be discussed, 11 (c) Neither of the 
two taken alone can be regarded as a sufiicient condition even if all the remainder 
are satisfied This is shown to be the case on page 163 
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'optimum* condition of production was a necessary condition for 
an 'optimum*, even if external diseconomies were present These 
external effects only came in when we were considering whether it 
would be a good thing to put the condition into operation In the 
present case, however, the presence of external production and 
consumption effects, or nuisances, means that this condition would 
not even be a necessary condition for an ‘optimum’ at all It 
would, then, at best be an approximation to such a condition. 

The problem of the valuation of labour also becomes more 
serious Let us suppose that the fulfilment of this ‘optimum’ re¬ 
quires firm A to expand at the expense of firm which expansion 
necessitates the movement of labour, if the optimum condition 
II (a) IS to remain undisturbed. Suppose that the value judgement 
IS given that wages should be determined in accordance with 
workers’ preferences, and that our best interpretation of this rather 
vague judgement is that relative wages ought to be such as to re¬ 
sult in a long-run equilibrium in the supply of labour to different 
firms. It follows that labour would not be induced to move in the 
short run. The fulfilment of the piesent ‘optimum’ would, then, be 
impossible m the short run But, if the wage-rate was allowed to 
rise in the short run, that would mean revising our previous de¬ 
cision. If wages are such as to induce the marginal worker to move 
in the short run, then they are not in accordance with the average 
worker’s preferences. (We may add that, if wages are allowed to rise 
in the short run, then ‘price everywhere in the same proportion to 
marginal cost' does not fulfil the present ‘optimum’ condition—see 
below) Perhaps the best way of preserving this ‘optimum’, and 
keeping in line with individual preferences would be to pay the 
marginal woikers a lump sum in order to induce them to shift, not 
charging this to the expanding firm, and keeping wages m line 
with the long-run equilibrium relative wage (if that could be dis¬ 
covered) But the truth of the matter is that the instruction, to take 
individual prefeiences into account, cannot be at all precisely 
interpreted in the matter of the supply of labour. 

Assuming that all previous ‘optimum’ conditions are satisfied, 
we may now ask in what circumstances the present ‘optimum’ 
would be fulfilled The usual answer is that it is satisfied if marginal 
costs are everywhere proportional to prices This follows only if 
the ratio of marginal costs is equal to the rate of transformation. 
Rents which might accrue to the factors as a result of the trans- 
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formation should be excluded. Suppose that wages rise in the 
expanding industry as the transformation is made If relative wages 
were m line with individual preferences before, they can no longer 
reflect individual preferences for the mtra-marginal men, who must 
now earn rents. Since we have decided that it is relative individual 
preferences which are relevant to transformation rates, these rents 
should be excluded. If wages rise in the expanding industry, and 
marginal costs include only wages, then marginal cost will equal 
marginal wage-cost, and not the cost of the marginal men. In these 
circumstances equiproportionahty of marginal cost and price is 
not a correct deduction from the above ‘optimum* condition The 
Lerner ‘Rule* may be substituted,^ i e. the price of each factor 
ought to be everywhere in the same proportion (or equal) to the 
value of Its marginal product. Even this will only be correct for 
labour (in the short run) if it has been decided that the relative 
wage-rate which will just induce the marginal men to move is what 
we mean by ‘the rate which reflects individual preferences*. We 
have seen that this is not an altogether plausible interpretation. 

We come now to the last ‘optimum* production condition, 
which may be expressed as follows; 

II (r) The rate at which ^worK can he transformed into any given 
‘good’ must equal the marginal HndtviduaV rate of substitution 
of Heisure' for consumption of that ^good* 

Granted that there are ‘individuals* who have this common rate 
of substitution between some given ‘leisure* (corresponding to a 
given kind of ‘work*) and the consumption of some given good, 
then this ‘optimum* may also be illustrated by means of Fig. IX, 
if we again reinterpret it. The line PP now maps behaviour 
with respect to some given ‘leisure’ X, and some given ‘good* Y, 
QQ represents the different additional quantities of Y (measured 
from A) which could be produced with varying amounts of ‘work* 
on the part of A^ combined with given quantities of all the other 
‘factors’. Thus, at the point E, A has AF hours of leisure and con¬ 
sumes of y ^G is also the additional amount of Y produced 
as a result of - 4 *s working for EH hours The concavity, towards the 
origin of the work-good transformation line QQ implies that 
A^s work is subject to the law of diminishing marginal productivity. 
It can be seen, by inspection, that if these two rates are not equd, 
^ Cf A P Lemer, Economics of Control^ p 64 
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then A or some other individual could reach a higher behaviour 
line, 'Without anyone else suffering, if the amount of work he did 
was altered If, for instance, he worked less, consuming only 
enough of Y to keep him on the same behaviour line PP, then an 
increased amount of Y would be available for consumption by 
other individuals 

The validity of the above condition depends upon the fulfilment 
of all the ‘optimum* conditions of exchange, including the two 
rather shaky ones associated with the supply of labour In what 
circumstances will it be fulfilled ? It has to be assumed that the 
individual makes the rate at which he is willing to substitute 
leisure for the given good equal to the rate at which it is possible 
for him to make the substitution, i e to the net marginal earnings 
per unit of time derived from his work, expressed m terms of the 
given good Therefore it follows from the "optimum* condition 
that the rate at which his work can be transformed into the given 
good (his marginal physical productivity) should be made equal to 
his net marginal earnings m terms of that good In terms of money, 
his net earnings ought to be equal to the value of his marginal 
product From condition ii (b) it followed that the price of the 
factor ought to be everywhere in the same proportion to the value 
of the marginal product We now see that 2/ there is no marginal 
taxation levied on the individual's earnings^ then it follows that, in 
the case of labour, this proportion ought to be equality. 

But it can be shown that if the business man mintmizes costs, 
then marginal cost is equal to the price of each factor divided by 
Its marginal physical productivity ^ Condition ii (a) is satisfied by 
the policy of cost minimization provided that the factors of produc¬ 
tion are in perfectly elastic supply It therefore follows, in condi¬ 
tions m which marginal costs ought to be made equiproportionate 
to price, that this equiproportionaUty should be unity In other 
words, marginal cost should be brought into equality with price. 
This condition depends upon there being no marginal taxation, so 
that one can also conclude that no one who works, and can vary the 
amount of work he does, ought to pay income tax, or any indirect 
tax (mdirect taxation is also, of course, "ruled out* by the previous 
"optimum* condition). 

We have already seen that the validity of the "optimum* condi¬ 
tion, from which these conclusions are deduced, depends on the 
* See P A Samuelson, Foundaitons of Economic Analysis, p 66. 
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‘optimum* conditions of exchange being satisfied. But they also 
require the satisfaction of the ^optimum* condition of production 

II (6) (from which we deduce, if the supply of factors is perfectly 
elastic, that prices should stand everywhere in the same propor¬ 
tion to marginal costs) The ‘optimum* condition ii (6) itself re¬ 
quires the fulfilment of the optimum production condition ii (a) 
We may conclude that if it is to be proved to be a good thing to 
make price equal to marginal cost, given the value judgements on 
which this analysis rests, we require: 

I. that all the other ‘optimum* conditions of production and 
exchange be satisfied; 

2 that factors are in perfectly elastic supply, 

3. that there is no income tax, and no indirect taxes or subsidies; 

4. that it could be put into effect without adversely affecting the 
distribution of real income; 

5. that there are no external diseconomies of production or 
consumption. 

These are rather formidable requirements 
in THE ‘optimum’ conditions of saving and 

INVESTMENT 

Up to this point we have ignored savings and investment We 
will now deal with the ‘optimum* conditions which may be de¬ 
veloped in respect of them They all follow from the same value 
premises as those which we have already introduced We shall 
first deal with the two ‘optimum* savings conditions, which are 
analogous to the ‘optimum* exchange conditions. They are, m 
fact, exchange conditions, but the ‘goods* to be exchanged are 
peculiar The first savings ‘optimum* condition is as follows 

III (a) There ought to be the same marginal rate of substitution between 

money and any given bond or share for every individual who 
^consumes* both. 

This IS obviously the same as the first exchange condition, 
except that we here include money and bonds as ‘goods*. It is, in 
theory, satisfied if the prices of shares, bonds, &c , are the same for 
all individuals 

It is, however, more unlikely that an individual will have a con¬ 
sistent consumption pattern with respect to bonds than with re¬ 
spect to consumption goods, because the expected price of bonds 
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is liable to govern his behaviour to a considerable extent The ful¬ 
filment of this condition is therefore more shaky, as a sufficient 
condition for an increase in economic welfare, than is the corre¬ 
sponding exchange condition. 

The second savings ‘optimum* condition may be stated thus. 

Ill (6) There ought to he the same marginal rate of substitution between 
money and any given good for all individuals who ^ consume^ both 

Whether a man holds money or spends it, is also governed, to 
a considerable extent, by expected price movements. Exactly the 
same remarks therefore apply to this condition as applied to in (a) 
above. 

IV. The rate at which any given present good can be transformed into 
the same good^ at some given future date^ ought to he equal to the 
common marginal rate at which individuals are willing to suhsti- 
tiite one for the other. 

In order to arrive at this ‘optimum’ investment condition, we 
have to make some assumptions about psychology The purely 
behaviouristic analysis so far adopted fails us. We have to assume 
that, when individuals save, they are, in effect, exchanging present 
money for future money ^ It then follows, by definition, that the 
common marginal rate at which they forgo present in favour of 
future purchasing power (money m favour of bonds, &c ) is equal 
to their present time preference.'^ If we assume that there is no 
taxation on savings (i e no income tax), then this is also, by the 
definition of behaviour lines, necessarily equal to the rate of in¬ 
terest Next we must assume that all individuals have the same 
expectations as to the future price movements of every good which 
they expect to buy. Then, if we know this expected price change of 
any given good, we know every individual’s time preference with 

* But It must also be assumed (unrealistically) that would-be dissavers can 
freely exchange future monev for present money by borrowing 

* I here use ‘time preference' to express the rate at which an individual is 
willing to exchange money now for money at some given future date This is not 
the usual sense, which is the rate at which an individual would be willing to 
exchange money now for money at some given future date if he expected that the 
marginal utility of money would be the same for him at both dates No doubt time 
preference in this latter sense may play some part in determining the rate of 
interest—but it does not seem possible to discover very easily what anyone’s 
time preference is in this sense It is, perhaps, not a very useful concept, and I 
have therefore borrowed the expression to describe something different 
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respect to that good (1 e that particular expected commodity-rate 
of interest) for every future peiiod We know, for instance, that 
eveiy individual would be willing to exchange one watch now for 
two next year, eight the next, or whatever it is. 

Given similar assumptions to those made under il (6) and li (c) 
above, it follows that the discounted expected value of the marginal 
product of an investment good ought to equal the present price of 
that good, on the further assumption that producers have the same 
price expectations as consumers Similarly, it follows that invest¬ 
ment for the future production of a good ought to be carried to the 
point at which the discounted expected marginal cost is equal to 
the discounted expected price It is obvious, however, that this is 
even more shaky than the condition that output ought to be ad¬ 
justed until present marginal cost is equal to the present price It 
assumes everything the latter assumes, and much more besides. If 
individuals are mistaken about future prices, which they will be 
if they do not correctly foresee distributional and technological 
changes, then the condition is upset. It can, of course, be argued 
that Ignorance of the future is inevitable, and will constitute a 
difficulty whatever investment principles one adopts But, on the 
other hand, it may be argued that individuals are not the best 
judges of what the future will hold 

There are further difficulties. The present ‘optimum* is derived 
by including money and bonds in the behaviour-line analysis, 
which makes that analysis even more dubious than otherwise 
We also had to assume that individuals save in order to spend in 
the future. But, to a certain extent, it is true that savings have an 
intangible yield in the shape of imagined security. It is also not 
the case that people save mainly to spend themselves They save 
(or used to save) largely for their legatees, whose preferences may 
be quite different to their own We also have to assume that all 
individuals expect the same price changes, which is very unrealistic. 
When risk enters m, we have to assume that investors and specu¬ 
lators are the best judges of the riskiness of different shares. This 
assumption may also be considered dubious Moreover, the inter¬ 
pretation of ‘individual preferences* itself becomes rather difficult 
when we consider that almost all piivate saving is now done by 
corporations Perhaps this should be prohibited? Finally, these 
difficulties are in addition to the formidable ones which arise in 
connexion with the ‘optimum* production conditions. 


5DS5 


F 



148 THE ‘OPTIMUM’ CONDITIONS OF 

Givea the ^optimum* savings and investment conditions, it 
follows that, when there is full employment, we should not inter¬ 
fere with the supply of money in such a way as to influence the rate 
of interest Full employment of all inanimate factors^ is, of course, 
prescribed by the value premises which we have introduced It has, 
however, been thought by some writers that determination of the 
rate of interest by individual preferences may be inconsistent with 
the maintenance of full employment It has been said that the 
decision as to what the rate of interest ought to be is ‘unavoidably 
political'^ (which, on our formulation, means that another value 
judgement must be introduced). Recently, however, it has been 
shown that full employment is not theoretically inconsistent with 
the determination of the rate of interest by individual preferences .3 
Once given full employment, it may be preserved by ensuring that 
planned savings are equal to the supply of loans. This could be 
done (in an ideal system) by ensuring that the rate of interest rises 
or falls far enough to cause a variation in investment sufficient to 
offset any change m planned savings 

A decline in spending may, for instance, be taken as a sign that 
time preference has shifted in favour of the future If there is no 
effect on the rate of interest, because of an increase of hoarding, 
this does not mean that it can no longer be maintained that every 
individual makes his time preference equal to the rate of interest 
It is, m fact, this adjustment which causes the decline in present 
spending. It does mean, however, that we can no longer say that 
time preference is, by the defined method of constructing be¬ 
haviour maps, necessarily equal to the rate of interest We must here 
introduce a psychological explanation of behaviour if we wish to 
say that the decline in spending is caused by an increased prefer¬ 
ence for future goods, and to say that the supply of loans ought to 
be kept equal to planned savings This is because we are here 
dealing with a shift m behaviour lines, and, as we maintained in 
Chapter II, it is only when we have to consider shifts in behaviour 
patterns that psychological explanations enter into economics 

Suppose, however, that we are not at a position of full employ¬ 
ment. Would It interfere with individual time preferences if, say, 
the government borrowed from the banks and spent the money on 

* The employment of human factors is determined by condition i {b) 

* Cf A Lerner, Economics of Control^ p 262 

^ F J Atkinson, ‘Saving and Investment in a Socialist State’, R,E S (1947-8). 
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providing free consumption goods ^ Would this be 'forced* con¬ 
sumption? Alternatively, if the government spent the money on 
public works, would this be 'forced* saving? The answer is clearly 
'No* It cannot be said that such action would be interfering with 
individual preferences as to how the production of the economy 
should be divided between investment goods and consumption 
goods, because, at best, it is only true that the interaction of indi¬ 
vidual preferences can determine such an ‘ideal* division for a 
given level of production. Thus 'forced* saving or consumption 
can only occur when there is inflation If people continue to try to 
spend more than the value, in a preceding period, of the national 
output of consumption goods, then the only thing which prevents 
a runaway inflation is ‘forced* or unintended saving on the part of 
individuals. Suppose, then, that the government decides to increase 
investment when there is already full employment. This must be 
financed by unintended savings, or preferably by non-marginal 
taxation (preferably because unintended saving implies a hap¬ 
hazard redistribution of real income which may very well be dis¬ 
approved of) Should we now say that individual preferences as to 
the correct amount of investment have been interfered with ? The 
answer is, in theory, 'Yes’ The ‘optimum* conditions of produc¬ 
tion, and investment, together, in theory, determine the ‘optimum* 
amount of every good to be produced, both now and at every 
future date Thus, to stimulate the production of future goods 
(given full employment) by lowering the rate of interest, or in any 
other way, is, in theory, to interfere with the ‘optimum* conditions 
in just the same way as subsidizing the production of a present good 
out of taxation (even non-marginal taxation) is interfering with the 
‘optimum* conditions We must remember, however, that the 
concept of an ‘optimum* rate of interest depends on the validity 
of the optimum savings and investment conditions above, and we 
have seen reason to believe that they can only be deduced from the 
value premises we have postulated by making a number of most 
unrealistic assumptions 

To conclude this chapter, it may be worth noticing that some of 
these ‘optimum* conditions can be deduced from quite different 
value premises to those which we have postulated The ones which 
we postulated were used for various reasons (a) because they alone 
suffice to deduce all the ‘optimum* conditions developed above, 
and (&) because all the above conditions are more or less tradi- 
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tional in economic theory, and therefore we can say that the value 
postulates we have made are implicit in much economic theory, 
and finally (c) because we think that they would be generally 
acceptable in any liberal society This is not, of course, to say that 
the system which has been somewhat precariously based on them 
would be acceptable. That is very much more doubtful 

Let us, then, briefly consider some other set of value premises, 
as follows 

The relative value of different products is to be determined by 
some schedule drawn up by the government Welfare is maxi¬ 
mized when the value of the national output, thus determined, 
IS greatest. 

What 'optimum’ conditions can we now develop ? It is clear that 
all the exchange conditions vanish, as well as the 'ideal’ income dis¬ 
tribution condition, unless we find that income distribution and 
exchange conditions affect the value of the national output by 
causing people to vary the intensity of their work If such variations 
could not be overcome by force, it would be a matter of empirical 
investigation to find out which method of allocation and distribu¬ 
tion was best, from the point of view of maximizing the value of the 
output, according to the fixed value coefficients If organization 
was not valued as an end in itself, i.e was not accounted part of the 
product, the price mechanism might be left m being as requiring 
least organization. The 'optimum’ production condition ii [a) 
would remain, and be applied to all factors This would require the 
direction of labour Men would be required to work until their 
marginal productivity fell to zero. Whether this would be short¬ 
er long-run marginal productivity would depend on the relative 
scheduled values of products over time. Real wages would depend 
on the relative valuation given to the various wage-goods, which 
would, presumably, be such that workers did not starve, but which 
would otherwise depend on governmental decision The 'optimum’ 
production condition ii (b) would remain, with the difference that 
the marginal rate of transformation must now equal the relative 
scheduled values, but it would still be subject to the difficulty of 
external economies and diseconomies of production. The savings 
conditions woVild likewise vanish The investment condition iv 
would remain, but with the difference that the government’s 
relative scheduled values for future products over present products 
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would determine each commodity-rate of interest, and replace the 
precarious combination of expected price movement plus rate of 
interest, which determined the expected commodity-rate of interest 
in the first system discussed 

The ‘optimum’ conditions which remain, ii (a), ii (h) modified, 
and IV modified, rest, however, on a very much more secure basis 
than do the corresponding conditions in the previous system; 
because we no longer rely on a behaviour-lme analysis, with all the 
doubt about whether it applies to real individuals, because we no 
longer have to wonder how the word ‘individual’ can be inter¬ 
preted in some of the conditions; because we have postulated that 
the distribution of real income is irrelevant. 

Welfare economics may thus be fairly simple in a collectivist 
state Its conclusions could be applied with some degree of con¬ 
fidence But, of course, many people will want to say that it is quite 
ridiculous to maintain that the brief sketch made above has any¬ 
thing to do with welfare economics I would agree But, in saying 
that, I doubt we would be saying anything more than that we do 
not find Its value premises acceptable. To call such a sketch 
a sketch of welfare economics might not be a misnomer. But it 
would definitely be persuasive naming. 



CHAPTER IX 


THE ‘OPTIMUM’ CONDITIONS OF 
PRODUCTION AND EXCHANGE (2) 

In the last chapter it was shown that the ‘optimum’ conditions rest 
with varying degrees of plausibility on ‘individual preferences’. 
We also showed, for each ‘optimum’ condition, what prior con¬ 
ditions require to be satisfied if it is to be a good thing to put it 
into operation. The circumstances under which each ‘optimum’ 
condition would be fulfilled in the real world were also stated. 
Whether or not it would be a good thing to reproduce these cir¬ 
cumstances is a question the answer to which depends partly on 
the plausibility of the theoretical deductions, but also on wider 
considerations which must now be discussed 
Let us begin with the ‘optimum’ condition of exchange i (a), 
from which it was deduced that all individuals should be faced with 
the same set of prices, and be free to choose. It is clear that this 
precludes rationing, which is the most important way m which this 
condition is upset in the modern world Rationing is introduced 
when the price of certain necessities and semi-necessities would 
otherwise rise so much that there would be a considerable re¬ 
distribution of real income. Thus it is tempting to say that 
rationing is only necessary because the distribution of real income 
IS not ‘ideal* This is, however, only true if the ‘ideal’ distribution 
of income is held to be represented by an equal distribution of 
money—and probably no one in the world who is m a position of 
responsibility holds that But if some other distribution of money 
IS ‘ideal*, then a rise in the price of necessities (necessities are, 
roughly speaking, all goods regularly consumed by the poorest 
section of the community) must always result in a shift of real 
income away from those with lower money-incomes. Now ration¬ 
ing would fall under case 6 of Table II, and therefore it would be 
correct, according to the theory, not to introduce it, but rather 
to redistribute income by taxation This would, however, upset 
another ‘optimum* condition. Therefore what is required is to re¬ 
distribute income by non-margmal taxation. Quite apart from the 
fact that such taxation would upset people’s ideas of equity very 



PRODUCTION AND EXCHANGE (z) iS3 

much more than rationing, this is not a practical suggestion. 
Redistribution by capital taxation is a slow and cumbersome pro¬ 
cess. In the meantime, the rise m the cost of living for the working 
classes might provoke a wage inflation, which would itself cause a 
shift in the distribution of real income which might well be regarded 
as undesirable Here, the chief reason why welfare theory fails us 
IS that It is static, and pays no attention to the time-lags which 
occur m the real world 

Quite apart from the question of inflation, there is wide agree¬ 
ment that rationing is the right policy when important shortages 
occur This seems to show that real income distribution effects 
would generally be held to be of considerably greater importance 
than the fulfilment or non-fulfilment of the theoretical ^optimum*, 
supported as the latter is, in this case, by a wide belief in the in¬ 
trinsic value of freedom of choice Yet this particular ‘optimum^ 
condition is the most securely based of them all, since {a) it does 
not depend on the fulfilment of any of the other ^optima*, and {b) 
because we can here deal with a very short period, since we can 
abstract from production changes, whence the application of the 
phrase ‘economic man' presents least difficulty. There is no reason 
to suppose that rationing would not sometimes be the best pohcy 
in a fully socialized but individualistic economy Finally, where 
such shortages do not occur, and with reference to things and 
individuals for which and whom freedom of choice is commonly 
regarded as good (e g excluding children and lunatics on the one 
hand, and such things as dangerous drugs on the other), then there 
IS no disagreement about whether this condition ought to be satisfied 
or not. 

We have already seen that the two remaining 'optimum' condi¬ 
tions of exchange (i (b) and i (c)) are much less securely based. 
The balancing of work against leisure, and of one job against 
another, cannot, m any normal system, be very plausibly made the 
subject of a marginal analysis of the free choices of actual indivi¬ 
duals Nor can we simply say that the system ought to be altered to 
make the reign of individual preferences more secure in this field, 
because individual workers are far from being independent, and 
therefore changes in the amount and kind of work done by one 
worker are liable to have considerable diseconomies of production 
To put it in another way, variations in the amount and kind of 
work that Smith does cannot necessarily be made a matter of 
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indifference to Jones With regard to these two conditions, it is clear 
from what was said in the last chapter that ‘individual’ can only be 
reasonably interpreted to apply to average individuals, taken over 
a fairly long period of time This is not, of course, to say that actual 
individuals ought to be made to shift their jobs, if so required. 
That question clearly cannot be considered in the light of econo¬ 
mics alone, we can only say that, given our value judgements, it 
must decrease the economic welfare of a particular individual if 
we force him to work where he does not want to, or if we give him 
an all-or-nothing choice as to the amount of work he does The 
balancing of the claims of free choice for actual workers against 
the advantages of increased production is a matter towards the 
decision of which the static theory of welfare seems to give us little 
help The 'optimum’ conditions under discussion are formally inde¬ 
pendent of the ‘optimum’ production conditions, but it seems clear 
that, m practice, any attempt to mciease the degree of their realiza¬ 
tion would not necessarily result m an improved state of affairs 

It seems remarkable that economic welfare arguments have not 
been pressed against such movements as the ‘closed shop’ when 
marginal-cost pricing in public utilities, the arguments for which 
depend, among many other things, on the realization of these condi¬ 
tions, has been suggested. This is not to say that economic welfare 
arguments can be plausibly used in this connexion Decisions on 
such questions, where it might at first sight be thought that the 
theory of economic welfare would have something to say, are liable 
to be influenced by important ethical considerations, which are 
independent of economic welfare, and which dwarf into insignifi¬ 
cance the rather shaky deductions which the latter theory offers for , 
our guidance That this is so does not seem to be merely an accident 
of the system, or the time It arises from the fact that (a) the 
phrase ‘individual preferences’ cannot be very clearly or precisely 
interpreted, and because (6) work gives rise to external economies 
and diseconomies 

Thus there is no reason to suppose that an absolutist govern¬ 
ment, which accepted an individualistic ‘welfare function’, would 
be right, according to its own lights, if it attempted to increase 
the freedom of choice of workers; nor is there any reason to suppose 
that such a government would actually try to do this There is no 
clear-cut line of division on this point between Utopians and the rest. 

We come now to the first production condition ii (a), which im- 
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plies that different firms ought to be free to buy material factors of 
production at the same price, and human factors at price differen¬ 
tials depending on relative individual preferences for the different 
jobs. As far as the material factors are concerned, to put this con¬ 
dition into operation is a sufficient condition for an increase in 
welfare if any redistribution of income is not unfavourable Prob¬ 
ably discrimination between firms in the matter of supply of raw 
materials and power is not very common, except as the result of 
governmental control Nor is it very likely that there would be a 
significant redistributional effect consequent on putting the con¬ 
dition into operation where it does not already hold It thus appears 
to be one of the best cases for applying our criterion that we are 
likely to find The condition is, in normal times, probably the least 
controversial of all It is widely accepted that discrimination in the 
supply of factors to firms is a bad thing,' and any discriminating 
monopolistic supplier of a factor would probably get little sympathy 
if he were harmed as a result of putting the present condition into 
operation 

We have also noticed that this ‘optimum* condition is strictly 
only a sufficient condition for an improvement if there are no 
external economies and diseconomies The best method of dealing 
with these external effects is agreed They ought, if possible, to be 
charged to firms, or, if the external effect is a ‘nuisance* which 
could be easily avoided, controlling legislation may be more appro¬ 
priate In either case there is little point m discussing how much 
confidence we would have that, as the result, the gainers could 
overcompensate the losers, because the answer would depend en¬ 
tirely on the particular case and the magnitude of the external 
effects, and because this is not a controversial matter As far as the 
human factors of production are concerned, the condition implies 
that firms ought to be free to employ what labour they want at the 
prevailing market price of labour Again, in normal times, this 
condition is not controversial 

But, m abnormal times, as, for instance, when a country is 
suffering from an adverse balance of foreign trade, a choice of 
evils may have to be made Both financial and physical controls, 
designed to correct the adverse balance, may, if they are to be 

^ This wide acceptance 13, however, almost certainly based on the belief that 
such discnmmatzon is unfair, rather than on considerations of (static) welfare 
theory 
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effective, imply that one or other of the ^optimum* conditions must 
be broken. Thus we may, for instance, be faced with a choice 
between deflation and physical controls as means of shifting fac¬ 
tors of production from home to export industries The former 
method is liable to result in unemployment, and the latter may 
result in an infringement of several of the ‘optimum* conditions, 
including the present one. Controls on either materials or labour 
alone will tend to upset the ‘optimum’ factor proportions. The 
preservation of ‘optimum’ proportions may then well be impossible 
without control of labour. We have already seen the difficulties 
which arise in trying to reconcile a rapid shift of labour in the short 
run with the preservation of relative wage-rates determined by 
individual preferences. 

The upshot is that welfare theory does not assist us materially 
in deciding what is the best way of resolving ‘abnormal’ difficulties 
And ‘abnormalities’ are, perhaps, not so very uncommon. On the 
other hand, when there is no particular pressing reason for up¬ 
setting the ‘optimum’ factor use condition, then whether it should 
or should not be fulfilled is not a point at issue 

The next ‘optimum’ condition, II (i), requires that output 
should always be adjusted, given a perfectly elastic supply of 
factors, until price is everywhere in the same proportion to mar¬ 
ginal cost. We can best deal with this condition m conjunction 
with the final production condition, ii (^r), which requires that 
human factors (and all other factors winch are also consumption 
goods) should be paid, given that there is no marginal taxation, the 
value of their marginal products. Together, the two conditions 
require that output should always be adjusted until, if possible, 
price IS equal to marginal cost 

Let us first be clear what ‘marginal cost* means in this con- 
nexibn It has been suggested that ‘marginal cost’ is vague. There 
are short-run and long-run marginal costs. In fact, there may be a 
different marginal cost for every different length of time which we 
may choose to allow for the marginal adjustment of output to be 
made. To which marginal cost ought price to be equated? The 
ambiguity of ‘marginal cost’ has allowed some writers to suppose 
that the theory says that price ought to be equated to long-run 
marginal cost But it might be argued that all costs are marginal 
in the end, so that marginal cost pricing and average cost pricing 
are one and the same thing 
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The above suggestion is, of course, fallacious First, the theory 
does not claim that price ought always to be equal to marginal cost. 
It maintains that output ought always, if possible, to be adjusted 
until price is equal to marginal cost One of the two points of so 
adjusting output is that the rate of transformation between any 
two goods ought always to be made, if possible, equal to the 
individuals’ common marginal rate of substitution between the 
two Thus, take the case of a bridge for which the marginal cost of 
a crossing is zero, 1 e a crossing cannot be transformed into any¬ 
thing else, because it uses up no factors of production. Therefore 
the output of crossings ought to be expanded until the price is 
zero. But, suppose that the bridge reaches full capacity at some 
positive price Then, if price was lowered to zero, queues would 
form to cross the bridge Demand would then be greater than 
supply, and the first exchange condition would not be satisfied. 
The 'optimum' pricing policy is always such as to equate supply 
and demand 

Thus output ought, if possible, to be adjusted until marginal 
cost equals price. Let us now suppose that short- and long-run 
marginal costs diverge Ought output to be adjusted until short- 
run marginal cost or long-run marginal cost equals price? The 
theoretical answer is that output ought, in the short run, to be 
adjusted until short-run marginal cost equals price, and it ought, 
in the long run, to be adjusted until long-run marginal cost equals 
price. Once having reached the long-run position, i.e once the 
supposedly 'optimum' plant is laid down, then, whatever happens 
to price, the short-run output with this plant ought theoretically to 
be adjusted so that short-run marginal cost equals price. The 
equality of both short-run and long-run marginal cost with price 
may, df course, be impossible This does not matter. At any given 
moment, it is theoretically correct that short-run marginal cost 
should, if possible, be made equal to price. It may happen that 
such an output policy will prevent the firm earning enough to be 
able to make, without assistance, the long-run adjustment re¬ 
quired of It There is no logical difficulty here, since the firm can 
be subsidized. 

Before we discuss the theoretical validity of this output criterion, 
there is one more possible source of confusion with which we must 
deal What is the unit of output with which we are dealing when we 
speak of marginal cost^ Are we, for instance, to take a passenger 
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train or a passenger’s seat on the tram as the unit ? The answer to 
this depends entirely on the nature of the ‘individuals’ with which 
we are concerned, To see this, we have only to remember that the 
rate at, which one product can be transformed into another is^ 
theoretically, to be made equal to the ‘individual’s’ rate of substitu¬ 
tion between the two Thus, m the case of the tram, if the ‘indi¬ 
vidual’ IS to be interpreted as the ordinary single passenger, then 
we are concerned with the marginal cost of carrying an extra pas¬ 
senger. This may be taken as being approximately equal to zero, 
In other words, a particular individual railway journey cannot be 
transformed into anything else, It follows that price should be 
lowered until either the tram is full, or price is zero. 

On the other hand, an ‘individual’ may be differently inter¬ 
preted. If a school decides to hire a tram for an outing, we must 
treat the school as a collective, and the tram should be run only if 
the school pays the whole cost of running it Normally, of course, 
it would not be plausible to treat the collection of people who 
happened to be assembled on a certain tram as a collective Nor 
would it, for instance, be plausible to treat all users of a certain 
park as a collective The theory requires that no charge, or next to 
no charge, should be made for the use of most of these objects, 
parks, trains, &c., which are too big to be consumed by one person 
Let us now consider the conditions under which an output 
policy based on marginal costs would be valid We saw m the last 
chapter that all the ‘optimum’ conditions of exchange, and the 
production conditions n (a) and ii (i), would first require to be 
satisfied, Quite apart from the difficulties involved m supposing 
that individuals are perfectly consistent, we have in this chapter 
seen reason to believe that none of the conditions of exchange 
(except perhaps i (a) m ‘normal’ times) is likely to be very closely 
satisfied. This goes for a utopian society, set up with the ‘optimum’ 
conditions as its Bible, as much as for a society which knows no 
economic theory. The same is true, except when times are ‘nor¬ 
mal’, for the production condition il (a). In the last chapter we saw 
that production condition n {b) is particularly shaky. We have to 
presuppose that actual individuals are free to choose the amount 
and kind of work they do, and that these can be varied at the mar¬ 
gin But this condition also requires that there be no taxation on 
the margin of effort, because, if there is such taxation, then the 
rate at which the individual is willing to exchange work for leisure 
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will not be equal to the rate at which such exchange results in 
greater production. This question of taxation must be examined 
at greater length. 

It IS evident that the ^optimum' conditions rule out both direct 
and indirect taxation If there is direct taxation, then a worker will, 
if he behaves as an economic man, equate his marginal net earn¬ 
ings to the rate at which he is willing to substitute leisure for work 
In which case his net earnings ought to equal the value of his 
marginal product If price equals marginal cost, his net earnings 
will be less than this. But indirect taxation affects a man's net 
earnings in real terms in just the same way. Each man is assumed 
to bring his rate of substitution of leisure for work into line with 
the rate at which supplying more work enables him to consume 
more of the good he helps to produce. If this good is taxed, then 
this latter rate must be less than his marginal physical producti¬ 
vity. If It IS some other good that is taxed, we have the same effect, 
because the purchasing power of the good he helps to produce in 
terms of the taxed good is reduced Therefore the only permissible 
tax is a poll tax It follows at once that the condition that marginal 
cost equals price is invalid in a country such as England, where 
marginal rates of taxation are far from negligible 

It may, however, be argued that there is no reason why, in a 
properly designed society, there should be any marginal taxation 
This is a very dubious argument. In such a society some ‘ideal' 
distribution of real income must be preserved At the same time, 
everyone's net earnings must equal the value of their marginal 
product. But there is no reason to suppose that there would be 
anything ‘ideal' about a distribution in which people received the 
value of their marginal products The higher earners might still be 
considered to be too rich If so, some of their real income must be 
removed by a poll tax. But to preserve the ‘ideal', this so-called 
poll tax would have to vary with income earned In which case it 
would not, of course, be a poll tax, and would offend against the 
‘optimum' conditions* It follows that the economic Utopia pre¬ 
supposes that it is considered that the ‘ideal' distribution of real 
income is determined by marginal productivities 

The above is not the only difficulty It is also exceedingly diffi¬ 
cult to imagine a modern society where there would be no taxation, 
and where everyone was paid the value of their marginal products. 
Rents, where they could be collected, must cover all government 
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expenditure, the ‘ideaF living standards of all those who do not 
work, and, perhaps, a budget surplus as well. There is a tendency 
to think that a social dividend, rather than taxation, would be the 
order of the day This appears to be optimistic when we remember 
that many firms would be operated at a loss. Indeed, when we 
bring in dynamic elements and allow for the possibility of change, 
It IS evident that a society which called itself ‘ideaF would have to 
allow for a considerable degree of flexibility. Flexibility implies 
surplus capacity, and surplus capacity implies that marginal costs 
are less than average costs. Perhaps, then, all firms would be 
operated at a loss, m which case taxation might have to be very 
high. I think we can reasonably conclude that an ideal society must 
have taxation But only a poll tax is permissible Is there any 
reason why poll taxation should not be used^ It seems quite 
obvious that it would be impossible to assess individuals’ liability 
to such a tax in a manner which would be considered reasonable 
and fair. It would inevitably give rise to such grave injustices that 
it would be considered intolerable Furthermore, the maintenance 
of full employment requires a very flexible tax system which can 
operate with rapidity, and a system of poll taxes would be very 
inflexible It seems a trifle absurd to consider such a tax, the im¬ 
practicability of which scarcely needs pointing out We consider 
It only because some welfare economists have gaily bandied about 
the idea of 'lump-sum payments’ ^ It is abundantly clear that 
lump-sum confiscations and compensations cannot become a 
matter of routine policy. They can be used only occasionally, when 
exceptional changes are made. 

We can thus conclude that it is impossible to envisage a society 
m which all the ‘optimum’ conditions, presupposed by the idea 
that price ought to equal marginal cost, are fulfilled If for no 
other reason, the inevitable presence of marginal taxation would 
require that price be somewhat lower than marginal cost. Further¬ 
more, the ‘optimum’ condition ri (h) would require that the extent 
to which marginal cost was greater than price would depend on the 
capital labour ratio. In which case, the 'optimum’ condition which 

^ The significance of the payments being 'lump-sum* is that they must be 
uncorrelated with any economic category, correlation with which would upset 
the ‘optimum’ conditions Even capital taxation, unless it is each time believed 
to be ‘once and for all’, is ruled out, because it would affect people’s behaviour 
m respect of both saving and working It would, m Professor Pigou’s terminology, 
have ‘announcement’ effects 
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lays It down that prices ought to be at least proportional to mar¬ 
ginal costs could not be fulfilled These conditions might thus, in 
practice, be inconsistent Furthermore, the lower prices are made, 
in the endeavour to attain the hdeal' output, the greater taxation 
may have to be. 

There seems to be some evidence for the view that, over a wide 
field of manufacturing industry, marginal costs are fairly constant 
until absolute full capacity is reached But absolute full capacity 
can surely only be an ‘ideal’ on paper. If output falls only a little 
short of full capacity, average cost may be considerably higher 
than marginal cost Thus, the fact that price (if equal to average 
cost) may be considerably greater than marginal cost cannot be 
taken to be an indication that output is considerably below the 
so-called ‘optimum’ This sort of consideration leads us into the 
theory of monopoly and monopolistic competition, the discussion 
of which we must defer to a later chapter 

We may sum up the present discussion by asking (as we have 
asked for the other ‘optimum’ conditions) what is required for it 
to be sufficient for an improvement in welfare always to adjust 
output wherever and whenever possible until price is equal to 
marginal cost Formally the answer is that it can be proved to be 
sufficient only if all the ‘’optimum’ conditions are put into operation 
at once, and if the resultant redistribution of income is considered 
to be not unfavourable, and if all external effects are absent But 
we have seen that it is manifestly impossible to put all the condi¬ 
tions into operation. Indeed, with regard to all the ‘optimum’ con¬ 
ditions, except II {b)f we have shown that there is no very good 
reason to suppose that a government determined to ‘improve 
economic welfare’, according to our criteria, would be justified in 
trying to see that they were at all closely satisfied It therefore 
becomes highly unlikely that economists would be justified in in¬ 
forming such a government that output ought always to be ad¬ 
justed until marginal cost was equal to price. They surely could 
not have any very great confidence in believing that, as a result, 
the gamers would be able to overcompensate the losers 

How can one begin to estimate the extent of the conceivable 
gams, even on the impossible assumption that all the other condi¬ 
tions were satisfied? There is clearly no way of measuring such 
potential gams. All that one could do would be to give the reader 
some rough idea of the adjustments in output that would result 
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Presumably the output of some public utilities would be rather 
greater. The output of those industries where competition was 
'purest* would be reduced, notably agriculture and other primary 
products. There might be certain adjustments within manufactur¬ 
ing industry The size of such adjustments could not be estimated 
without large-scale research into costs. My guess is that it would 
be rare for the resultant adjustment to be more than a very small 
percentage of total output. Against the gams, which the reader 
may think could conceivably result, must be set (a) the fact that 
some of the presupposed 'optimum* conditions are rather meaning¬ 
less, since the behaviour-line analysis applies, at best, only very 
roughly; (b) the fact that it would seldom be at all clear that, 
according to our criteria, they ought to be satisfied, even if they 
could be 

In order to make price everywhere equal to marginal cost we 
would also need to alter the whole order of society The whole of 
manufacturing industry would have to be socialized, since pure 
competition does not exist within this sphere If this has to be 
done, then it is clear that dynamic arguments, taking into account 
the possible improvement or deterioration m such things as in¬ 
dustrial relations, and managerial ability and zeal, and the effects 
on inventions and techniques, are vastly more important than the 
static arguments of economic welfare theory. Also, it is clear that 
the political and social changes, which would be involved, might 
have effects on welfare, for good or ill, which would dwarf the com¬ 
paratively minor adjustments of output into utter insignificance 

If the idea of making marginal cost everywhere equal to price is 
abandoned, the question arises as to whether a more easily achieved 
part fulfilment of the 'optimum* conditions would not be a good 
thing. The thesis that it would be was advanced by Professor R F. 
Kahn in his article 'Some Notes on Ideal Output’.^ The idea 
IS, essentially, to equalize marginal rates of transformation and 
substitution by getting prices everywhere in the same proportion 
to marginal costs—i e fulfil optimum condition ii (b) and forget 
II (c) The argument is simply that if the ratio of price to marginal 
cost IS greater in one productive unit A than in another B then 
a shift of factors of production from jB to ^ will increase the 
national income ^ This is because the ratio price: marginal cost is 

* R F Kahn, ‘Some Notes on Ideal Output’, Mar 1935 

* It will be shown in Ch XII that an increase in the national income measured 
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equal to the ratio of the value of the marginal physical product of a 
factor to Its price consequently a shift of a pound's worth of any 
factor from BX,o A must increase the value of the product. 

This thesis cannot be theoretically valid unless it is assumed that 
the change will not affect the supply of original productive factors 
(work and saving). If it does affect it, then there is no guarantee 
that the national income will be increased. In general one must 
assume that the supply of productive factors may be changed, since 
the pattern of the outputs and prices of goods will be changed, and 
this may affect the supply of, e g. leisure, through the relations of 
complementarity and substitutability which exist between leisure 
and each of the goods 

This thesis that even if price cannot be made equal to marginal 
cost It should at least be equiproportional to it, is formally iden¬ 
tical to the case for direct versus indirect taxes, which is examined 
in Appendix IV, to which the reader is invited to turn for further 
discussion of this point But here it may be noted that the pro¬ 
portionality thesis, as it may be called, is a particular case of the 
thesis that it is better to have some optimum conditions satisfied 
rather than none, or more than fewer. There is no theoretical 
warrant for this (it is rather like saying one must be higher up 
a hill if one is on a ridge, where there is at least one direction which 
takes one downhill, than if one is not on a ndge), unless special 
assumptions are made For instance, one can say that the validity 
of the exchange conditions does not depend upon the satisfaction 
of the pioduction conditions, but this is valid only for a fixed set 
of goods Similarly the proportionality thesis cannot be valid unless 
there is a fixed supply of factors of production. 

Another difficulty inherent in the proportionality thesis is that 
some goods are both final consumers* goods and intermediate 
productive services, e.g coal If the price of electricity were greater 
than Its marginal cost, and that of coal equal to its marginal cost, 
then the rate at which coal was transformed into electricity could 
not be equal to the rate at which the consumer was willing to sub¬ 
stitute one for the other, 

at prices prevaibng after the change shows that the Scitovsky criterion is satis¬ 
fied—but not satisfied m a sense which proves that the change causing the in¬ 
crease IS a desirable change in our sense The increase in national income here 
referred to in the text is in terms of prices reigning before the change, but so 
long as the planned shift in factors is small there is a high probability that such 
a change would also result in an increase at subsequent prices. 
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But Professor L. W McKenzie has shown that the proportion¬ 
ality thesis would be invalid even if it were assumed that factor 
supply would be unaffected, and even if no goods were both final 
goods and factors of production.^ 

In effect the thesis assumes that all goods are produced in pro¬ 
ductive units whose inputs consist only of original factors of pro¬ 
duction If, as IS always the case, a firm uses both original factors 
and intermediate products, then its relative usage of them will 
be ‘distorted’, since, if the price of the intermediate product is 
greater than its marginal cost, then the relative prices of these 
factors will not equal the rate at which more of the intermediate 
product could be obtained by devoting more of the original factor 
to its production* There will be a bias operating against inter¬ 
mediate products, which will be greater the greater the number of 
different productive units (in which price exceeds marginal cost 
equiproportionately) through which the intermediate product 
passes Thus, although by shifting factors from a productive unit 
A in which price • marginal cost is lower to one B where the 
ratio is higher, one ensures that the value of the new goods pro¬ 
duced in B exceeds the value of those no longer produced in A, 
it does not follow that the value of the final goods produced m the 
economy is thereby increased. 

All this IS overwhelming against the proportionality thesis, 
viewed as a general theoretical proposition. But this is not the same 
as saying that it can have no practical value Most detailed and 
partial applications of welfare theory will be via examining in 
particular cases whether a change in output or price policy would 
be likely to increase the national income. In making such an 
examination one may sometimes be justified in judging that certain 
ad hoc simplifying assumptions can be safely made, e g. that the 
supply of original factors would be unchanged Such predictions 
of an increase in national income must rest on comparisons of 
prices and (marginal) costs Where, for some pair of goods, the 
relative marginal costs are greatly out of line with relative prices, 
there is a prima facie case for investigation. In making the investiga¬ 
tion one will be aware of the fact that any change in the outputs of 
the two goods in question will affect not only their own relative 
prices and costs, but possibly those of many other goods One will 

^ L. W, McKenzie, ‘Ideal Output and the Interdependence of Firms’, E 
Dec. 19S1. 
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ako be amre of the fact that marginal costs may be partly in 
lespect of goods whose price is already 'distorted'' and one must 
beep one's eyes open for external economies and dKConomies, 
k Even given these elaborate compkations, one may neverthe¬ 
less sometimes be jnstified in the view that the national income 
could be increased by a change, Only if one is prepared to aaept 
the thesis that costs have no bearing on what and how much should 
he produced can one really deny this, But, it should he noted, that 
even after arrival at this point one stii has not got a theoretical 
warrfflt for the change' 


'Seepp jjH, 



CHAPTER X 


INDIVISIBILITIES AND CONSUMERS’ 
SURPLUS 

The ^optimum’ conditions of exchange and production which 
were developed in Chapter VIII, and discussed in Chapter IX, 
apply only to marginal changes. That is sufficiently obvious The 
whole analysis was conducted in terms of rates of exchange or 
transformation; and wherever it makes sense to speak of rates, 
there, by definition, the marginal analysis is applicable Where, 
however, the amount of a thing bought or produced can only be 
varied in jumps, i e. where there are indivisibilities*, there, again 
by definition, the marginal analysis cannot apply 
Thus, to say that some indivisibility occurs is only another way 
of saying that a marginal analysis cannot be applied. The problem 
remains of when it is legitimate to apply the calculus, and when 
not. It has been seen that, in the physical sciences, the way to 
answer this question would be to apply the calculus, and test the 
resultant conclusions. But, in practice, welfare conclusions about 
society cannot be tested The only procedure left is to make some 
estimation of how well the defining characteristics of our con¬ 
cepts (eg if a marginal analysis is to be applied, ‘goods* must be 
perfectly divisible) are realized, One’s faith, or lack of faith, m the 
conclusions can be based only on this kind of estimation 
In discussing the theory of consumers* behaviour m Chapters II 
and III, it was presupposed that the objects of economic choice 
were perfectly divisible A consequence of this assumption is that 
the individual would remain on the same behaviour line if one 
unit of a good were withdrawn and the money, which he paid for it, 
were given back. We can put this in another way by saying that it 
IS assumed that there is no consumer’s surplus on the marginal 
unit of consumption If, m reality, consumption units are expen¬ 
sive, It may not be true that it is thus a matter of indifference to a 
man whether he consumes the 72th unit or not Or, again, to put 
the same point m another way, a consumer normally buys so few 
of such things as motor-cars, refrigerators, and wireless sets, that 
it does not really make much sense to speak of the rate at which he 
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IS Willing to substitute one for the other The case is even worse 
when we consider different jobs. One clearly cannot speak of the 
marginal rate at which a man is willing to exchange being a don for 
being a dustman. 

We have already seen that the fact that jobs are not perfectly 
divisible is a good reason for not taking those ‘optimum' conditions, 
which depend on this assumption, too seriously. The obvious 
indivisibility of many consumption goods is an additional reason, 
especially if one is concerned with the ‘optimum* output of manu¬ 
factured goods of a luxury or semi-luxury kind Few consumers 
will ever buy more than a very few identical units of such goods. 
Thus, we cannot plausibly say that an individual brings the rate at 
which he is willing to exchange a car for a radiogram into line 
with their relative prices If consumers really could, and did, do 
this with respect to all goods, it would follow that it would be im¬ 
possible ever to raise the price of any superior good without every 
individual reducing his purchases This is manifestly not the case. 
It could be true that no one man would ever own more than one 
radiogram, but it certainly would not then be true that a small rise 
m the price of radiograms would result m none being sold Equally, 
It IS not absolutely certain that one will get nd of an employee by 
reducing his wages a little. 

The above paragraphs may help us to see which kind of changes 
can reasonably be said to be marginal, and which not Strictly 
speaking, a change is marginal, for the purposes of welfare theory, 
only if It does not affect the consumption of any individual by more 
than a marginal amount. Thus, if we are to be strict, we cannot 
apply the marginal analysis to any change (however small) in the 
production of a good of which the individual does not consume 
many units. Even if 1,000 Bentleys are produced per annum, one 
extra Bentley cannot necessarily be considered to be a marginal 
unit, because no man consumes many Bentleys per annum, On the 
other hand, if 1,000 Bentleys are sold per annum, it is reasonably 
plausible to suppose that there would be some consumer who 
would scarcely be willing to pay any more than he in fact did. 
In which case there would be no loss of consumers’ surplus on the 
withdrawal of the marginal (as we may therefore call it) car. On 
the other hand, if the minimum possible adjustment was, say, 100 
Bentleys, it would be unplausible to suppose that no consumer 
would lose as a result of such a shift in production. A good test of 
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whether an increase in production is marginal or not is to ask 
whether it would be possible to sell the increased number of units 
(or would have been possible to sell those units which are no longer 
produced) for significantly more than they in fact sell, if discrimina¬ 
tion between customers were possible. If this would be possible, 
then the change is not marginal Notice the presence of the word 
‘significantly’, It is there to indicate that, in the last analysis, 
whether a change can be considered to be marginal or not is a matter 
of personal judgement There is no scientific test of when to apply 
the analysis, and when not A marginal change must, for the pur¬ 
poses of welfare theory, also be marginal with respect to workers 
as well as to consumers If an insignificantly small increase or 
reduction in wages would not cause a movement of workers 
sufficient to result in the required change of production, then that 
change cannot be considered to be marginal 

A particular, but important, case where the marginal analysis 
cannot be applied, is where the effective unit of production is 
so large that no single consumer would buy it—e g. new roads, 
railway lines, parks, or museums In such cases the good may be 
divisible in that consumption of it can be shared though m such 
cases the application of behaviour-lme analysis is often complicated 
by important external economies and diseconomies. But the umt 
of production is manifestly too large for the decision, whether to 
produce it or not, to be considered ‘marginal’. In other words the 
price which would equate supply and demand for the good, would 
be such that many people would have been willing to pay far more 
than they in fact have to 

Since, by definition, consumers’ surplus does not arise in respect 
of marginal changes, it was thus necessary to define the scope of 
marginal changes (that is also the range within which the ‘optimum’ 
marginal conditions of production and exchange are valid) We 
must now define the concept of consumers’ surplus more carefully. 
With Marshall it was the difference between the sum of money 
actually paid by an individual for a given number of units of some 
consumption good, and the sum of money represented by the 
relevant area under his demand curve for that good. This difference 
was supposed to be a money measure of the excess satisfaction 
which the consumer derived from that product, so long as we do 
not take this idea too seriously, there is no doubt that it has a 
certain plausibility. As it stood with Marshall, the doctrine pre- 
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supposed, in fact, a cardinal measure of ‘utility*. Professor Hicks 
has, however, rehabilitated the theory in terms of an ordinal 
utility system,^ and consumers* surplus has come to be regarded 
not as a money measure of excess satisfaction (though if one pleases 
one can still so regard it) but rather as the sum of money which 
would require to be paid to a consumer, or which he would be 
required to pay after some change was made, if it was desired to 
raise or reduce him to the same level of satisfaction (to the same 
behaviour line) as before the change. 


FIG X 



The changes to be considered may be (finite) changes of the 
quantity of goods or of the price. Let us consider quantity changes 
first. 

In Fig. X money is measured along the vertical axis, and 
amounts of some good X along the horizontal axis. In the initial 
situation, let us suppose that the consumer has an income of 05 , 
and that the slope of BP represents the price at which he is free to 

* J, R Hicks, 'The Rehabilitation of Consumers' Surplus', JR.,E S , vol viu, 
1940-1. See also among others A M Henderson, ‘Consumers' Surplus and the 
Compensating Variation’, ibid , J R Hicks, ‘Consumers’ Surplus and Index 
Numbers', ibid , vol ix, no 2, R L Bishop, ‘Consumers' Surplus and Cardinal 
Utility’, QyEf May 1943, J. R Hicks, ‘The Four Consumers’ Surpluses', 
RES^ vol XI, 1943, F Knight, ‘Realism and Relevance in the Theory of 
Demand', J F E ^ vol lii, 1944, J R Hicks, ‘The Generalized Theory of Con¬ 
sumers’ Surplus’, EESf vol xiii, 1945-6, ‘L’ficonomie de bien-fitre et la 
throne des surplus du consommateur’, and ‘Quelques applications de la 
thdone des surplus du consommateur', Bulletin de Vlnstitut de science iconomtque 
apphquh, num^ro 2, Dec 1946, E J Mishan, ‘Realism and Relevance m 
Consumers’ Surplus’, RE S ^\o\ w, no, 37, 1947-8 
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buy X, P therefore represents his equilibrium position where he 
reaches the behaviour line 

How much money would it be necessary to pay the consumer in 
order to compensate him for the loss of the opportunity to buy X, 
i.e. how much is needed to compensate him if X is withdrawn from 
the market? He must still be able to reach the curve The 
amount is therefore AB, The natural name for this sum of money 
IS the ‘quantity-compensating variation*, ne it is the sum of money 
required to compensate the consumer for the withdrawal of X from 
the market.^ 

Let us now ask what sum of money the consumer could relin¬ 
quish, as a result of the introduction of Xy without making himself 
worse off Let our consumer’s initial position be J?, on the curve 
1 e he has the same income, but there is no X X could now be 
introduced to the market at the price BPy and, at the same time, 
the consumer’s income be reduced by BC His equilibrium posi¬ 
tion would then be S (CS being parallel to BP), at which point he 
would be on the same curve as before (Lg). This sum of money we 
propose to call the quantity-equilibrating variation^ (in income) 

What relation do these two sums of money, AB and BC, have 
to the sum of money which Marshall defined as consumers* sur¬ 
plus ^ The area under the demand curve corresponds, if there is no 
change in the marginal utility of money, to the sum of money which 
the consumer would give up m order to buy the quantity he in fact 
buys, rather than go without it altogether* This sum is represented 
by the length WT m Fig X* Since he actually pays WP, con¬ 
sumers* surplus is PT. But, if the consumer was free to buy as 
much or as little of X as he pleased, he would not, m fact, con¬ 
tinue to buy OQ if he was mulcted of PT. By reducing his pur¬ 
chases he would reach a higher curve Thus he can be mulcted of 
BC, which IS greater than PP, without suffering any loss If, how¬ 
ever, the behaviour lines are parallel (i e have parallel tangents) 
the sums represented by AB^ BC, and PT are all equal The 
assumption, of a behaviour-line system having this property over 
the relevant range corresponds to Marshall’s assumption of a 

* This sum of money, ABy was, however, named the equilibratmg variation 
by Professor Hicks The name compensating variation was reserved for another 
use 

* This IS what Professor Hicks named the quantity-compensating variation. 
But it IS the sum of money which a consumer is able to give up without becoming 
worse off—and it seems misleading to call this a compensating \ariation 
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constant marginal utility of money. And it is only on this assump- 
tion that Pr is equal to the usual demand-curve definition of 
consumers’ surplus. We thus have the result that the quantity- 
compensating and equilibrating variations are equal to the area 
under the demand curve, if the marginal utility of money is con¬ 
stant, or if (m Hicksian terminology) there is no income effect, 


FIG XI 



We may now turn to price changes. In Fig XI we again give 
our consumer an income of OB, P is then the initial equilibrium 
position, with price represented by the slope of BP Suppose the 
price IS raised to BR The consumer then settles at P, and is on 
the curve Lg instead of on as before If we now raise his income 
by AB, he will settle at F, which is again on Therefore AB is 
the increase in income which just compensates him for the increase 
in the price of A We therefore (again reversmg the Hicksian 
terminology) call this the price-compensating income variation. 

If, however, BR had been the lnltl 2^1 price line, the consumer 
would have been in the position R A fall in price to BP would 
enable him to reach the curve If, however, his income is re¬ 
duced by PC, he can only reach the position S on Lg* Therefore 
we call BC the pnce-equilibrating income variation 
Again, PT (assuming a constant marginal utility of money) 
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measures the extra amount which the consumer would be willing 
to pay in order to buy OQ of X, at the old price, rather than see 
the price raised to BR As before, if the behaviour lines have 
parallel tangents within the relevant area of the map, the sum of 
money FT is equal both to AB and BC In other words, if we 
neglect income effects, the compensating and equilibrating varia-* 
tions in income, whether in respect of price or quantity changes, 
are equal to the relevant area under the individuars demand curve. 
And the relevant area under the market demand curve, on the 
usual assumptions of ‘perfect divisibility’, ‘economic men*, and no 
‘income effects’, shows the amount of compensation which indi¬ 
viduals could pay, or would have to be paid, if they are neither to 
gam nor lose as a result of some change^ It is, however, important 
to remember that the demand curve which is relevant is a Marshal¬ 
lian demand curve, it being assumed that all other prices are con¬ 
stant, and do not alter as a result of the change under consideration * 

We have said that the above theory is designed to provide a 
criterion for whether non-marginal adjustments of production 
ought to be made or not Indeed, the theory tries to answer the 
same old question ‘Could those who gained by this change con¬ 
ceivably overcompensate the losers^*, where the change referred 
to is a non-marginal jump Whenever it cannot plausibly be 
assumed that all consumers of those goods which constitute a 
minimum addition to output (and similarly for a reduction) are 
marginal consumers, then it becomes necessary to invoke con¬ 
sumers’ surplus in order to be able to find out whether over- 
compensation would be conceivable or not. Owing to technical 
indivisibilities, it is very likely that most changes in output which 
are the result of changes m plant, rather than changes in raw 
materials and labour, would theoretically require a consumers’- 
surplus analysis, thus, if a theoretical answer is to be given to the 
question whether some new investment (which will certainly always 
result m a non-marginal change if output with the new plant is 
extended until MC = P) should be made, then the answer can 
only be given m terms of consumers* surplus, unless we know the 
behaviour maps of all consumers—in which case we could, in 
theory, calculate whether the total of the equilibrating variations 
in income for each individual exceeded the total of the compensat- 

* But there is some doubt about whether this really was Marshall’s assump¬ 
tion. See R F G Alford, ‘Marshall’s Demand Curve’, Economical Feb. 1956 
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mg variations, 1 e» whether overcompensation would be conceiv¬ 
able 

One of the more important of these non-marginal changes 
would be the introduction of a new good/ or the total withdrawal 
of some old good from production. We should also note that such 
changes may give rise to a gam or a loss in producers’ surplus m the 
form of factor rents. There would, for instance, be a gain in pro¬ 
ducers’ surplus if factors were withdrawn from uses in which their 
supply was perfectly elastic, in order to increase the output of some 
good in the production of which factors were not in perfectly 
elastic supply. This particular complication we shall in future 
ignore, it being assumed that costs are exclusive of workers’ 
rents. 

The traditional consumers'-surplus criterion is to the effect 
that a change should be made if the sum of money represented by 
the area under the relevant section of the demand curve is greater 
than the change in total cost, or, to put the same thing in another 
way, if a perfectly discriminating monopolist could cover costs. 
The theoretical justification for this criterion is clear. The con¬ 
sumers could pay exactly this sum of money, and be neither better 

* Formally, a new good cannot be introduced into an old behaviour-line map 
We can only guess whether the individual will be on a higher curve of his new 
map than he would be on the same map if he continued to have the present 
collection The two situations are not strictly comparable The best we can do 
IS to imagine that the consumer knew all about the new good all the time, and 
that It had a definite place on hia scale of likes and dislikes, and that he was 
simply prevented from buying it, because it had, let us sav, an infinite price 
This IS, of course, unsatisfactory The said good cannot, m fact, have been 
known to him, and its introduction might very well shift his rates of substitution 
between other goods Some things make us develop a liking for or a dislike of 
other things Much the same kind of difficulty occurs if we consider large price 
changes, which bring goods within the reach of those who could not afford 
them before Many people know that caviar exists, but few know what it is like 
to eat It 

The index-number criterion for an increase in economic welfare remains 
formally valid We can say, after the new good is introduced, that the consumer 
could, or could not, have bought his former collection of goods, and we know 
that in the former situation he certainly could not have bought the present 
collection, if it contains a new good But the ii}dex-number criterion now fails 
us for a decrease in. welfare We can never say that m the earlier situation he 
could have bought the goods of the later situation Thus, if we take our criteria 
too seriously, 'on a higher curve* becomes meaningless, while the index-number 
criterion can never show us that the introduction of a new good is wrong In the 
text we ignore these difficulties, for which procedure the only defence can be 
that one has to swallow so many camels anyway that an additional one may be 
considered to be marginal 



174 INDIVISIBILITIES AND CONSUMERS* SURPLUS 

off nor worse off—if they are 'economic men* and if there are no 
income effects. Also, since total costs represent the total sum of 
money paid to the productive factors, none of whom, it is assumed, 
earn any rents, then they also are neither better nor worse off as a 
result of the change—if they are all ‘economic men*, &c Thus, 
given sufficient assumptions, we have the result that the gamers 
could overcompensate the losers if the sum of money represented 
by the area under the relevant section of the demand curve is 
greater than total costs. For the sake of brevity we will, for the 
rest of this chapter, speak of a change as 'correct* if the gamers 
could conceivably overcompensate the losers. There is perhaps, at 
this stage, no need to warn readers that ‘correct* is only to be 
understood in this formal sense. 

We may ask how this simple consumers’-surplus criterion com¬ 
pared with the profitability criterion It is clear that the two are 
the same only if the change is marginal. Thus the ‘correctness’ of 
pure competition is only proved, given that the addition of a firm 
to a purely competitive industry in a purely competitive system 
results only in a marginal addition to output This is obviously 
unrealistic It is also clear that 'pure competition’ is incompatible 
with the introduction of any new good. The/omaZ validity of the 
profit criterion can thus only be demonstrated given the most 
unrealistic assumptions 

After the above digression let us< turn back to the simple con¬ 
sumers’-surplus criterion One of its chief demerits is that it is the 
result of a partial analysis only. It is assumed that, as a result 
of the change, there will be no significant change of price else¬ 
where. The demand curve is drawn up on this assumption. This 
IS sometimes forgotten, and it is made to appear that the criterion 
has a wider validity than is really plausible. Under what conditions 
can It reasonably be assumed that prices elsewhere would not 
change? One possibility is to assume that the analysis is only 
intended to be long-run, and to assume that constancy of long-run 
costs IS the rule This is not very plausible, and the danger of 
introducing long-run considerations has already been pointed out. 
An alternative is to assume that the product under consideration is 
independent of all other goods, in the sense that an increase m its 
output would not shift the demand or supply curve, and therefore 
the price, of any other good by more than an insignificant amount. 
The mcreased supply of factors, which would permit the projected 
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increase of production, would be drawn only from the margins of 
production elsewhere. 

But, even when the good is independent in the above sense, it 
still requires to be assumed that price is equal to marginal cost 
elsewhere (either because pure competition prevails, which is im¬ 
possible, or because a collectivist economy works in terms of the 
Lernerian rule, which is also impossible). If price is greater than 
marginal cost, then a small decrease in output elsewhere would 
result in a small decrease of profits, or producers’ surplus, which 
would not be offset by any gam to consumers This smallness 
would not be of the second order, and might therefore be signifi¬ 
cant The consumers’ surplus^ resulting from the change must 
then be greater than the loss of producers’ surplus (in the above 
sense) m other lines of production. The simple consumers’- 
surplus criterion therefore fails—even given independence—so 
soon as we remove the assumption that price is everywhere equal 
to marginal cost Equally, the profit criterion is invalidated by im¬ 
perfect competition For instance, the profit which may accrue to 
any firm which sets up when price is generally greater than mar¬ 
ginal cost, takes no account of the decrease in producers’ surplus 
which It causes elsewhere. On the other hand, if a firm makes a 
profit without discrimination, there is almost certainly some gam 
in consumers’ surplus, which also does not accrue to it, this may 
offset the loss of producers’ surplus elsewhere Thus, in an im¬ 
perfectly competitive world, the profit criterion might well be more 
‘correct’ than the simple consumers’-surplus criterion, it leaves 
out two factors of opposite sign, which may be better than simply 
leaving out one. But, of course, our present assumptions are very 
unreal It should also be noted that we are certainly not considering 
the case of a new entrant to a monopolistic industry Obviously, in 
that case, we could not reasonably assume independence 

Let us now reverse our assumptions, and suppose that price is 
everywhere equal to marginal cost, but the good with which we are 
concerned is not independent For simplicity, we will assume that 
there is one close substitute, but that all other goods are inde¬ 
pendent of this pair of substitutes.^ The introduction of the new 

* For simplicity, 'consumers^ surplus on A* will m future be taken to mean 
‘Area under demand curve less total costs’ (rather than ‘less amount paid*) 

^ We cannot literally take a two-good or three-good case Consumers* surplus 
would then become quite useless See A M. Henderson, ‘The Pricing of 
Public Utility Undertakings*, Manchester School, Sept 1947, P 247, n i 
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good A will then shift the demand curve for the old good B to 
the left, and the output of B will fall. Let us also assume that 
marginal cost is constant for 5 , so that the price of B does not 
change The area under the demand curve for A is then still rele¬ 
vant, because other prices are all constant. Consumers’ surplus on 
B IS, of course, reduced, but that is irrelevant to the problem. It 
would be wrong to suppose that we should take account of this 
reduction That is not difficult to see Some consumers of B will 
not buy any of the new good - 4 , but their consumers’ surplus may 
be reduced by the advent of A Yet they clearly cannot be made 
worse off by this advent, since their consumption is entirely un¬ 
affected. On the other hand, those who do begin to consume A 
gam, whether or not they consumed B before. Their gam is ‘cor¬ 
rectly’ measured by the consumers’ surplus on A, Since marginal 
cost IS assumed constant for JB, there will be no loss of producers’ 
surplus on B But there may be on the other independent goods, 
depending on whether or not price is equal to marginal cost There¬ 
fore we have the same criterion as for when the new good was 
independent, but price was not equal to marginal cost, to wit, the 
new good should be introduced if the consumers’ surplus on it is 
greater than the loss of producers’ surplus elsewhere. Once again, 
there is no reason to suppose that the profit criterion is less ‘correct’ 
than the simple consumers’-surplus criterion, which ignores the 
loss of producers’ surplus elsewhere If by the profit criterion we 
mean ‘would an “ideal” output be profitable?’, it is possible, but 
by no means certain, that this criterion would underestimate the 
‘advantages’^ of introducing a new good Wherever there is a large 
indivisibility, a loss would be made on the ‘optimum’ output. So 
long as consumers’ surplus on A is greater than the loss of pro¬ 
ducers’ surplus elsewhere, then some loss is theoretically tolerable 
If by ‘profitable’ we mean ‘a simple monopolist could cover costs’, 
then, of course, it is less likely that profitability will underestimate 
the ‘advantage’. Equally, it is possible that this latter criterion would 
overestimate the ‘advantage’, e.g. this is possible for the case of 
entry into a monopolistically competitive industry Thus we have 
found that even if marginal costs are constant for any substitute one 
can be sure that the simple consumers’-surplus criterion is correct 
only if price is everywhere equal to marginal cost, and only m these 

* By ‘advantage’ I here mean ‘probability that the gamers could overcompen¬ 
sate the losers 
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circumstances can one say that the profit criterion underestimates 
the advantages of introducing the new good. Otherwise one must 
allow for a loss of producers* surplus on the old goods. 

The criterion—consumers* surplus less loss of producers’ surplus 
elsewhere—ceases to have any meaning in terms of areas under 
Marshallian demand curves, when we remove the assumption of 
constant marginal cost for B for the assumptions under which 
such a curve is drawn up are rendered invahd 

Professor Hicks has suggested^ a means by which such a case 
could be reduced to terms of areas under demand curves and 
marginal-cost curves. He suggests that these curves should be 
drawn up step by step, assuming that at each step prices elsewhere 
are allowed to adjust themselves to each small increase m the out¬ 
put of the new good. For each small step, changes in output else¬ 
where would always be small, and also marginal, so long as price 
was equal to marginal cost, and therefore there would be no loss 
or gain of consumers* plus producers* surplus for at each step 
price would alter infinitesimally, which would result in a finite gam 
or loss of producers* surplus at the expense of consumers* surplus, 
but the change in the sum of the two would be infinitesimal This 
may formally solve the problem raised by the interdependence 
of prices, although it still relies on the assumption that price is 
everywhere equal to marginal cost. 

However, the above ingenious construction is open to criticism. 
First, if price is everywhere equal to marginal cost, we must be 
considering either a ‘purely competitive’ system or a ‘socialist blue¬ 
print* system. Let us take the first alternative, In a purely competi¬ 
tive system no indivisibilities occur, and therefore the step-by-step 
adjustment described by Professor Hicks really could (indeed 
would) occur. Therefore it appears that what Professor Hicks has 
done IS to demonstrate the theoretical ‘ideality* of purely com¬ 
petitive investment adjustments in terms of areas under demand 
curves—something which could not be done by means of a normal 
partial analysis, unless interdependence of prices was simply 
assumed away. But, of course, such a demonstration is not really 
required Where no indivisibilities occur, and prices are treated as 
parameters, then the ordinary marginal analysis of Chapter VIII 

* J R Hicks, ‘Quelques applications de la throne des surplus du con- 
Bommateur’, Bulletin de Vlnstitut de science iconomique apphqude, Dec. 1946, 
P 24 
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suffices to prove the point.^ Let us, then, alternatively suppose that 
we are dealing, not with pure competition, but with a ‘socialist 
blue-pnnt' model in which large indivisibilities occur, but in 
which price is nevertheless kept equal to marginal cost, and that we 
are considering an indivisible change (since for no other change is 
any appeal to consumersLsurplus theory necessary). How, then, 
can the Hicksian demand curve be drawn? Its points show the 
prices at which various absurd ‘non-optimum* outputs could be 
sold, given that prices elsewhere are those which would occur if 
these outputs were actually produced If one guessed the area under 
such a demand curve, it is evident that no practical test could prove 
one wrong, nor yet does this construction appear to be of any 
assistance in aiding one to make an intelligent guess as to whether 
the gainers could compensate the losers Finally, of course, 
we still have not accounted for the loss of producers* surplus, 
which would occur if price was not everywhere equal to marginal 
cost 

The above, rather intricate, discussion, which is not complete, 
but which I believe to have been already carried beyond the point 
of zero marginal value, now requires to be summed up First, the 
simple consumers*“Surplus criterion is valid only if the good is 
independent (or any substitutes are produced at constant marginal 
cost), and if price is everywhere equal to marginal cost This im¬ 
plies that It would, at best, be valid only in an economy in which 
all the ‘optimum’ conditions of production and exchange were 
satisfied. Secondly, m such an economy, we could deal with goods 
which were not independent and whose substitutes were not 
produced at constant marginal cost, only by means of a Hicksian 
demand curve—which, as we have seen, is open at least to the same 
objection Thus, unless price is equal to marginal cost everywhere, 
consumers*-surplus theory is useless, since there would result a 
multitude of small losses elsewhere, which could not possibly be 
estimated The only exception might be if the increase m output 
were entirely at the expense of a strong substitute with constant 

* In pure competition theory, %ve admittedly postulate one indivisible factor— 
the entrepreneur—in order to ensure that the long-run average cost of a firm 
always rises at some point But, although the entrepreneur is indivisible in 
relation to the firm, entrepreneurship is regarded as perfectly divisible in rela¬ 
tion to the industry This dual nature of entrepreneurship is necessary because 
pure competition theory seeks to demonstrate the ideal output in relation both 
to firms, which arc infinitesimal parts of an industry, and to industries 



indivisibilities and CONSUMERS' SURPLUS 179 
marginal costs when, if price were greater than marginal cost, the 
loss of producers’ surplus elsewhere might be estimated 

We do not propose to attempt to deal with cases of complemen¬ 
tarity, nor with the elimination of a certain good, except to say that 
the latter appears to present worse problems than the introduction 
of a new good Confining ourselves, then, to the cases of either the 
mtroduction of a new good or an indivisible expansion m the 
production of an old one, we may say that there appears to be a 
pnma facie argument for the validity of some form of the con- 
sumers’-surplus criterion only in the following cases 

(a) when the good is independent, and price is everywhere 
equal to marginal cost, 

[b) when there are one or two good substitutes with constant 
marginal costs, m which case losses of producers’ surplus 
elsewhere might be estimated 

The case is, however, only a pnma facie one. There is the 
obvious fact that areas under demand curves cannot be measured 
Within very wide limits, it would be anyone’s guess as to whether 
the consumers’-surplus criterion would be satisfied or not. It will, 
of course, be objected at this point that guesswork is, in any case, 
impossible to avoid. Before the event, profitability is only guess¬ 
work, Surely, it will be said, if consumers’ surplus provides a cor¬ 
rect criterion (which, of course, it does not, except in very special 
cases) it is better to guess at it, rather than at profitability Let us, 
at least, guess at something which gives the right answer if we 
guess right This defence^ is plausible, but beside the point. 
Profitability is not, of course, 'ideal* (except, again, in very special 
cases), but, at least, one knows after the event whether one guessed 
right or not The great trouble with any consumers’-surplus cri¬ 
terion is that one does not know, even after the event, whether the 
criterion was satisfied In fact, the plain truth is that it does not 
yield us a criterion at all—or if it can be said to yield a criterion, 
then it is one which is open to anyone’s interpretation within very 
wide limits 

To the above objections we may add that we have in this chapter 
been supposing that individuals are all 'economic’, and never die; 
thus the great difficulties concerned with the application of 
the whole welfare system to the real world must be added to the 
' Cf A P Lemet, Economics of Control^ p 198 
G 
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particular difficulties associated with consumers* surplus. Even 
then, we have only been using the theory to estimate whether the 
'gamers* could overcompensate the ‘losers*, ignoring the factor 
losses and rents (i e assuming that amounts and kinds of work are 
perfectly divisible), external economies and diseconomies, and the 
distribution of real income. 

Our conclusion is that consumers* surplus is a totally useless 
theoretical toy In this, we have to disagree with Professor Hicks's 
conclusion 

But enough has been said to show that consumers’ surplus is not a 
mere economic plaything, a curiosum* It is the foundation of an im¬ 
portant branch of Economics, a branch cultivated with superb success 
by Marshall, Edgeworth and Pigou, shockingly neglected in the last 
twenty years, but urgently needing reconstruction on a broader basis 
Beyond all doubt it is still capable of much further development, if 
economists are to play their part in shaping the canons of economic 
policy fit for a new age, they will have to build on the foundations of 
consumers* surplus.* 

Professor Hicks has himself cultivated this branch of economics 
with superb success But consumers* surplus is, nevertheless, a toy, 
in the sense that it cannot provide us with any practical objective 
criterion We do not deny that, in the few theoretical cases in which 
we can contrast, say, gams in consumers’ surplus on A (imagined 
as the area under the demand curve less the area of total cost) with 
losses of producers* surplus (imagined as profits) in another firm 
producing B —then the concept helps one towards an imaginative 
understanding of the nature of the problem. It is, in fact, to a 
limited extent, useful as a heuristic device—so long as its limita¬ 
tions, as such, are understood It is also, admittedly, a useful 
phrase for referring to the fact that a person may be willing to pay 
more for something than he has to, and also for pointing out the 
fact that the amount someone pays for something cannot be taken 
as a measure of the satisfaction it gives him, and that the price of a 
good cannot be taken as a measure of its importance. But beyond 
that we cannot go 

Whereas Professor Hicks has ‘rehabilitated’ consumers* surplus, 
Professor Samuelson has gone to some trouble to prove it ‘super¬ 
fluous* He argues its superfluity as follows 

Should discriminating prices be allowed if a uniform price will not 
* J R Hicks,‘Rehabilitation of Consumers’ Surplus^ R E S (1940) 
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keep an activity in business^ Should the number of firms producing 
differentiated products be reduced, and in what way^ Should a parti¬ 
cular small industry be expanded or contracted by means of tax or 
subsidy ? etc, etc Aside from their extraneous interpersonal aspects, all 
of these questions can more conveniently (and more honestly!) be 
answered m terms of the consumers’ ordinal preference field ^ 

This IS a rather surprising passage It implies not only that all 
individuals are ‘economic’, but also that we have a copy of every¬ 
one’s ‘preference field’ filed away One must presume that Pro¬ 
fessor Samuelson is concerned only with whether to reduce the 
number of imaginary firms producing imaginary differentiated 
products m an imaginary society. Then the answer is indeed easy, 
to wit, ‘Yes, if the imaginary gamers are imagined to overcompen¬ 
sate the imaginary losers’. We can readily agree that consumers’ 
surplus is surplus in formal logic, but the point of the theory surely 
was to establish a practical criterion, At any rate, we have chosen 
to meet its claims at that level, and have argued that it fails com¬ 
pletely. But that is a different matter. 

Later Professor Samuelson argues somewhat differently* 

. there arises the problem as to whether or not a commodity should 
be produced at all If it is produced, the marginal costs conditions 
should be realized, but there may be a better maximum where none is 
produced Here the extreme position is of the corner type, and the con¬ 
ventional equalities must be replaced by inequalities This involves 
decision-making at a distance, we cannot feel our way to the optimum, 
step by step, but must boldly experiment with diverse combinations. 
Where such ‘all or none’ phenomena are concerned, things often get 
worse before they get better, and so decisions im klemen will not suffice 

. In these cases involving finite decisions we must ask consumers (or 
Robinson Crusoe) whether a given abundance of fewer commodities is 
preferred to an alternative scarcity of a greater range of commodities.* 

In a footnote to the above passage, Professor Samuelson adds. 

In certain special cases consumers* surplus may be employed to 
describe finite inequalities But these cases are rare, and, m any case, we 
are better off if we use direct methods. 

Our analysis is in conformity with this footnote. There are few 
theoretical cases in which a consumers’-surplus criterion is valid. 
But the remark that we are better off if we use direct methods is 

' Foxindattons of Econormc Analysist p 197 
^ Op, cit., p 241 
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mystifying. What direct methods are there ? We can hardly hold a 
plebiscite to answer the question whether a certain firm should be 
closed The above quotation brilliantly states the problem of in¬ 
divisibilities But sometimes it is a little difficult to decide whether 
Professor Samuelson is discussing the real world, or whether he is 
indulging himself m what he regards as a vice—translating mathe¬ 
matics into metaphor For instance, when he says ‘We cannot feel 
our way to the optimum, step by step, but must boldly experiment 
with diverse combinations^ is he saying that the infinitesimal cal¬ 
culus cannot be applied to finite changes ?—or is he suggesting that 
a proper procedure would be, for instance, boldly to close down, 
say, one quarter of all shops, and then see if the country had 
become happier—and if it had not, to put them back again ^ Many 
economic changes are irreversible except at great cost Why, then, 
should we proceed boldly rather than cautiously? When he says 
we must ‘ask consumers*, does he really mean we should get con¬ 
sumers to vote on every indivisible move—or is he only saying that 
the formal answer can, m the theoretical calculus, be arrived at only 
by reference to ‘indifference maps* ^ It seems probable that Pro¬ 
fessor Samuelson is translating mathematics into metaphor rather 
than trying to help towards any practical solution 

In contrast to any so-called consumers*-surplus criterion, pro¬ 
fitability really is a criterion If the aim is profits, and an enterprise 
IS started with that m view, then we can, at least, tell whether its 
objective was achieved Profitability is easy to test, and it is possible 
to gain experience in profit estimation There remains the fact that 
the objective is not ‘ideal*, and also the fact that considerable 
monopoly power may have to be wielded in order to obtain the 
profit This IS not, m itself, an objection, because one can also 
estimate, and gain experience m estimating, the profit or loss that 
would accrue as a result of making the change and adopting a 
certain pricing policy In extreme cases, as where the pricing 
policy IS to charge nothing, then, of course, any such objective 
criterion ceases to be possible We do not in this chapter wish 
to go into more practical matters, but merely to point out that 
if profitability (with or without certain conditions imposed) is 
abandoned, as a criterion for making finite changes, then there is 
no definite, generally applicable, rule which can replace it. 

We should note that any criterion for making a finite change 
IS formally independent of the so-called ‘optimum* usage of the 
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plant, the erection of which, say, constitutes the finite change It 
IS not, however, entirely independent m practice Let us suppose 
that it has been decided that a change should be made if an in- 
telligent business man estimated that profits could be made, given 
that he could use any output and price policy he chose If we then 
make such a change, but impose a certain pricing policy, such as 
making the good free, we lose the test of whether the business man 
was right or not The profits become hypothetical, and once more 
it IS anyone's guess 

We shall, in the next chapter, deal further with the practical 
problems which have been raised above Before leaving the subject 
of profitability, it may be worth while seeing whether there is much 
that can be (roughly) said in favour of, and against, profits as a 
criterion, at a theoretical level. An investment will be said to pass 
the test of profitability if a good business man could make profits 
without price discrimination, or with only a mild degree of price 
discrimination We will again take the case of introducing a new 
good, and will first suppose that the good has no close substitutes, 
also, let us assume that it is the general rule that price is greater 
than marginal cost We then have the case that the business man 
cannot tap some consumeis' surplus, which is a *gain', but also he 
Ignores the Uoss' of producers' surplus elsewhere Since these are 
factors which offset each other, it obviously cannot be proved that 
the business man's decision would be hncorrect'. Equally obviously 
It cannot be proved ‘correct' As a second case, let us take the 
introduction of a new firm into a monopolistically, or oligopolisti- 
cally, competitive industry Price is everywhere (by definition) 
greater than marginal cost. In order to be able to talk in terms of 
consumers' surplus, we assume that there is a conventional price 
(or that there are constant marginal costs and a normal gross profit 
margin) We then again have the case that the business man fails 
to be able to tap some consumers' surplus, but also ignores the 
losses of producers' surplus caused elsewhere Again, we cannot 
possibly say whether the introduction of the new firm is ‘correct' 
or ‘incorrect’. Indeed, only in the totally unrealistic and impossible 
case of the introduction of an independent good into a world where 
price is everywhere equal to marginal cost can it be proved that the 
profit criterion is ‘incorrect*. Equally, it can, of course, never be 
proved to be ‘correct* 

I think enough has now been said to show that there 29 no 
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general tkoreticiil argument, which can he applied to the real 
world, either in favour of or against the criterion suggested above, 
Moreover, the same would he true of a host of alternative criteria 
Our whole system is not only too unrealistic, but also involves ns 
in the estimation of so many magnitudes which cannot be objec¬ 
tively measured, that it is quite senseless to suppose that it enables 
us to pick and choose, in any rational manner, between alternative 
critena-unless one such cnterion appears to be, at the theoretical 
level, fantastolly wrong, The conclusion is clear. The best 
criterion for investment decisions must, within wide limits, be 
determined at dynamic and administrative levels-and not at the 
level of static welfare theory. 



CHAPTER XI 


OUTPUT AND PRICE POLICY IN 
PUBLIC ENTERPRISE 

This chapter is an essay in applied welfare economics* We 
propose to review and discuss some of the contributions to 
the marginal-cost controversy. The suggestion of marginal-cost 
pricing m public utilities in a mixed economy appears to have 
been first made by Professor Hotelling in his article ‘The General 
Welfare m relation to problems of Taxation and of Railway and 
Utility Rates’,^ Professor Lerner, in his Economics of Control, also 
considers a mixed economy, but assumes that pure, or nearly pure, 
competition prevails in the private sector. Apparently inspired by 
these contributions, there was, in the post war years, an extensive 
discussion of the problem.^ 

It was not always quite clear whether the contributors were 
trying to decide on the best price and output policy for public 
enterprises m England (or in England in normal times, given a 
mixed economy), or for socialized firms in a fully collectivist 
economy We shall assume that the problem relates to a relatively 
small number of public enterprises in a predominantly private 
enterprise economy, and in particular to the British economy^ 
under present conditions of taxation. 

Two obvious facts spring to mmd at once First, puce is not 
equal to marginal cost elsewhere, and, second, there is heavy 
marginal taxation We have already seen that, in such circum¬ 
stances, pure theory offers no guidance.^ The supposedly optimal 
character of marginal-cost pricing depends upon all the ‘optimum’ 
conditions being satisfied everywhere. There is a tendency to 

* Econometnca, July 1938 The practice of marginal-cost pricing m a socialist 
economy was advocated earlier, chiefly by A P Lemer, Cf 'Status and Dynamics 
in Socialist Economics’, E June 1937 

* The following is a select list of the contributions (There is no need to name 
titles, since all the articles mentioned below are on the same topic) J E Meade 
and J. M Fleming, Ejf, Dec 1944, T* Wilson, E J, Dec 1945, R H Coase, 
Economica, Aug 1946, W A l^ewis, Ecofiomtcafl^ov 1946, H }^ornBjEco 7 w?ntca, 
Feb 1947, A M Henderson, Manchester School, Sept 1947, and RES, vol 
XVI (i), no 39,1948-9 The latter two articles will be later referred to as Hender¬ 
son {M S ) and Henderson (RES) 

3 Sed pp 163 ff 
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suggest that the correct policy, when price can be assumed to be 
greater than marginal cost elsewhere, would be to make the price, 
marginal-cost ratio equal to the average prevailing elsewhere. But 
there is no theoretical warrant for this, even if one could safely 
assume that the supply of labour would not vary with any change 
in the price and output policy of the nationalized industries.^ It is 
true, given this assumption, that if factors were moved out of 
production units with lower price. marginal-cost ratios and into 
production units with higher ones then the value of the extra goods 
would exceed those foregone But this does not necessarily mean 
that the national income would be increased, except on the unreal 
assumption that all firms employ only original factors of production 
and produce only final goods ^ But there would be no guarantee 
even that factors would on balance move where the price marginal- 
cost ratio was higher as a result of moving the ratio in the national¬ 
ized industries from unity towards the average prevailing m the 
economy. This is because the directions of the factor flows would be 
governed by the substitutabilities of the various goods. Only if a 
certain price. marginal-cost ratio were the lowest in the economy 
does it follow that raising it a little would have this effect. Equally, 
pure theory does not suggest that it would not be a good thing to 
make the ratio equal to the average. All this is, in any case, rather 
academic, since no one knows what the average ratio in the 
economy is. 

Almost all the contributors to the controversy failed to notice 
that the theory did in general, conclude that price ought to 
equal marginal cost Even such opponents of marginal-cost pricing 
as Professor Lewis and Mr. Coase seem to have assumed that the 
output, which would be the effect of marginal-cost pricing, would 
be, in some sense, ideal The exception was A M Henderson ,3 who 
argued that price should (in theory) be greater than marginal cost, 
except in the case when marginal cost is zero This special case of 
zero marginal cost will be dealt with later. 

So much for orthodox theory. We have argued earlier that no 
welfare conclusion can be reached unless it is at least given that 
no unfavourable redistribution of income results Professor Hotel¬ 
ling'^ and Mr Coases appear to have been the only contributors who 
seriously considered real income distribution Professor Hotelling 

* Seep 163. ® Seep 164 ^ iW S,, p, ^43 

^ Loc, cit, p 259, * Loc cit, pp. 176-7 
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evidently believed that a policy of marginal-cost pricing, combined 
with covering overheads by general taxation, would not have a 
significant effect on distribution Thus he argued that a great 
variety of public works would be undertaken and rough ran¬ 
domness in distribution would be ample to ensure such a distribu¬ 
tion of benefits that most persons in every part of the country 
would be better off by reason of the programme as a whole’ ^ 
This argument is a (prior) application of what we have called the 
Hicksian justification for ignoring income distribution Mr Coase 
disagreed with the view that the resultant distribution ought to be 
neglected It is certainly obvious that some people would pay more 
taxation, and get little or no benefit Taking, however, a broad 
view, one could scarcely say that there would be what one might 
call an exciting change in distribution. But we must remember that 
the distributional effects must not merely be small, they must also 
be small in relation to the extent to which the gainers could over¬ 
compensate the losers It is much more difficult to say that the 
distributional effects would be relatively small in this sense. 

Mr Coase implied that any redistributional effects will be 
bad, because he presupposed an ‘ideal’ distribution of income We 
have argued above that this presupposition is meaningless and 
dangerous The redistributional effects, if not negligible, will be 
regarded as either favourable or unfavourable, and can therefore 
be used as an argument for or against marginal-cost pricing Mr. 
Coase also argued, against Professor Plotelling, that compensation 
could not be paid. Those who gam most would be those who 
consumed most public services, as Mr. Coase correctly argued, 
ordinary taxation procedures could not be used to redistribute 
income from consumers of goods produced under conditions of 
decreasing average costs to all other consumers.^ He argued in 
favour of multi-part tariffs, because they would not produce any 
significant redistribution of income. Also, overheads would be 
covered out of consumers’ surplus, and therefore the ‘optimum’ 
work-leisure condition would not be further disturbed by an 
increase in general taxation The same argument may also, to a 
lesser extent, support the covering overheads out of local rates.^ 

* Loc cit, p 259 

* Loc cit , p 178, Of course, a lump-sum tax scheme could theoretically 
remove this difficulty But, then, lump-sum taxes are neither ordinary, nor 
practical 

^ Sec Henderson, MS 
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A. M Henderson also considered income distribution He 
quoted the Hotellmg-Hicks justification for ignoring it, but ap¬ 
peared to agree, m the mam, with Mr Coase. He wrote * 

And, m fact, m most countries we find complaints that state help 
in this field has benefited some areas or some classes at the expense 
of extra taxation borne by the whole community Such charges are 
almost incapable of disproof, and, whether they are justified or not, 
there is some objection to a policy which is almost certain to provoke 
them ^ 

This appears to introduce income distribution as something 
which is external to economic welfare, which has to be considered 
only as a matter of political expediency. But as we have em¬ 
phasized, the question of income distribution is logically prior to 
the question of the ideal output We should also notice that the 
sort of complaints to which A M. Henderson referred may not be 
complaints so much about income distribution as complaints of 
inequality of treatment by the government; or they may result from 
the view that ‘he who benefits ought to pay', an ethical view which 
is independent of views about income distribution and may well 
be inconsistent with them. It is, after all, quite possible to hold 
that A ought to pay on the ground that he benefits, but not pay 
on the ground that he is poor 

This brings us to Professor Lewis's article. It is particularly 
interesting because it introduces moral arguments, which are ex¬ 
ternal to welfare economics, m the sense in which we defined the 
word ‘economic'. By definition, under the heading of economic 
welfare, we have concerned ourselves only with the amount of 
things each individual got, and with how much of each he ought to 
have Professor Lewis is, however, interested in the reasons why a 
man gets what he does. He appears to relate the amount an indivi¬ 
dual ought to have to the functions he plays m the economy. This is 
a view which has dropped out of fashion recently. Welfare theory 
admittedly tells us that a man ought to be paid the value of 
his marginal product, but it is not supposed to relate the amount he 
ought to be able to consume, ex tax, to his marginal productivity, 
or to anything else Welfare economists, where they consider in¬ 
come distribution at all, usually seem to assume that the ‘ideal' 
distribution is something which is quite independent of the amount 
of work individuals do, or the risks they take, &c 
* Henderson, M S j p 230 
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Professor Lewis argued that if price is not equal to short-run 
marginal cost, then specific equipment is used less than it ought to 
be. Thus, like most of the other contributors, he appears wrongly 
to have assumed that there is a strong prima facie case for an out¬ 
put at which marginal cost equals price. But against the advantages 
of an hdeaV output there are, he maintained, certain disadvantages 
to be set. He argued that, if there is excess plant capacity, then 
setting price equal to 'immediately escapable* (short-run marginal) 
cost may mean that amortization quotas will not be earned on that 
part of the plant which has to be renewed. Thus short-run marginal 
cost may be less than long-run marginal cost Only one reason, 
which is applicable to public concerns, is given as to why this 
would be a bad thing. He wrote* 

This transfer of income to the consumer is a gift which he never 
expected, to which he has no particular right, and which he will receive 
only temporarily while the excess capacity lasts ^ 

It appears, then, that Professor Lewis considers that a consumer 
ought to pay the whole long-run average cost of anything he con¬ 
sumes. This IS a kind of value judgement winch is, by definition, 
extraneous to our concept of economic welfare That does not in 
the least mean that such value judgements as these ought to be 
Ignored, On the contrary, they may be very important People 
undoubtedly do think in terms of Ts entitled to T?*, 'Has X a 
right to y?*, Ts Z a fair price?’, 'Why should I pay for Smith’s 
wig^’, and so on These moral ideas may be connected with 
property, or the labour theory of value (which is itself, at root, 
a property concept One has a right to, that is, a property right to, 
or right of ownership of, whatever one has 'mixed one’s labour 
with*) Or they may not be amenable to any particular classifica¬ 
tion But, in any case, they will always play a considerable part 
in any decision as to what policy is the right policy. They are wel¬ 
fare arguments, though not, by our definition, economic welfare 
arguments 

Apart from the long-run divisible and escapable cost (long-run 
marginal costs), it is also argued that escapable indivisible costs 
ought to be covered hf the retention of these resources by the 
consumers is to be justified’,^ Again we have the same argument. 
It must be noticed that, although Professor Lewis, as well as Mr, 

* Loc at, p 239 


* Loc at., p 237, 
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Coase, used this argument m support of multi-part tariffs, or dis¬ 
crimination, hzs argument had quite a different basis from that of 
Mr Coase The latter was concerned with an ideal real income 
distribution As I have pointed out, Professor Lewis was concerned 
not so much with the amount consumers consume (he never 
mentioned real income distribution) but with their right to consume 
what they do Although he advocated discrimination, he also 
recognized that, in some cases, discrimination would be regarded 
as unfair. For example* 

The man who has to cross Dupuit’s bridge to see his dying father is 
mulcted thoroughly; the man who wishes only to see the scenery on the 
other side gets off lightly. The public’s attitude to price discrimination 
IS not capable of rational exposition Broadly speaking, it dislikes dis¬ 
crimination, but special cases are tolerated Discrimination according to 
income is accepted from doctors, the Government, or electricity under¬ 
takings, and used to be accepted from shopkeepers, but would now 
probably be resented if tried by the baker or the ’bus conductor On the 
railways it is freely accepted as between commodities, but not as between 
different parcels of the same commodity ^ 

Nevertheless, Professor Lewis went on 

Where there are escapable indivisible expenses to be covered, the case 
for discrimination is clear It secures an output nearer the optimum, 
and levies the indivisible cost on those who get the greatest benefit 
(measured by their consumers’ surplus) from retaining the indivisible 
resource in this line of production 

But why IS the case so clear ? There are two arguments in favour 
of it. First, the gainers could conceivably overcompensate the 
losers, and, secondly, those pay most who benefit most But against 
it there is the argument 'people ought to be treated equally’, i*e 
'there ought not to be discrimination’ The conclusion depends on 
the weight one attaches to these arguments If, in general, it is 
true, as we have argued, that the conclusion that the gamers could 
overcompensate the losers is almost always an extremely shaky 
deduction, then perhaps one’s dislike of discrimination might out¬ 
weigh the pay-most-who-benefit-most argument 

There may also be inescapable costs. If price covers only escap¬ 
able costs, the undertaking will show a loss Professor Lewis 
argued that there is no reason why the mere fact that resources' 
have been specialized (that certain costs are bygones) should 
* Loc cit, p 7 
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throw the cost on investors or anyone (e.g. taxpayers) but those con¬ 
sumers for whose benefit the resources have been put into their 
present form. Only if there is overcapacity due to mistaken fore¬ 
sight should the investors (or taxpayers) bear some loss, price 
should still cover the cost of that part of the permanent assets 
which IS in use. Finally, the point is also made that the nuisance 
of rapidly fluctuating prices may outweigh the advantages of a 
moment-to-moment adjustment to supply and demand Thus the 
conclusion is as follows 

. price should not fluctuate irregularly, should cover not only short- 
run but also long-run marginal cost, not only long-run marginal cost 
but also, preferably by way of price discrimination, escapable indivisible 
cost as well, and not only these, but as much of the non-renewable 
assets as can be extracted from consumers* surplus by price discrimina¬ 
tion (but only to the extent to which such assets are actually used) * 

But how did Professor Lewis weigh his different arguments in 
order to arrive at this conclusion? It seems that he thought that, 
even if discrimination is impossible, price should cover long-run 
marginal costs and escapable indivisible cost as well It is evident, 
then, that he considered that the he-who-benefits-ought-to-pay 
argument outweighed the ideal-output argument (Professor Lewis 
admittedly regarded inability to earn amortization quotas as, in 
Itself, an argument in favour of covering these costs—but why is it 
an argument in the case of public utilities^ No reason was given ) 
We can also gather that this argument, m conjunction with the 
ideal-output argument, outweighs a possible dislike of discrimina¬ 
tion. Finally, he appears to imply that non-renewable assets need 
not be covered, unless they can be covered out of consumers* 
surplus (when they ought to be covered) The two arguments in 
favour of covering the permanent assets are, first, that he who 
benefits from the specialization of resources ought to pay, and, 
secondly, that investors (and taxpayers presumably) ought only to 
lose as a result of mistaken foresight ^ But suppose discrimination 
IS impossible Then it appears to be implied that the permanent 
assets need not be covered, in which case the above two arguments 
are overruled By what^ Apparently only by the ideal-output 
argument There thus seems to be an unexplained shift in the 
weighting of the arguments as we pass from escapable indivisible 
to inescapable costs 
' Loc cit, p 246 


^ Loc cit, p 246 
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I, and many others, will find some of Professor Lewis's value 
judgements acceptable To the extent that they are acceptable, it 
follows that the economic welfare calculus, with its limited value 
premises, is inadequate to decide the kind of question which we 
are trying to decide. It is notable that A. M Henderson, m his 
summing-up of the controversy,^ ignored these extra-economic 
value considerations, confining himself to economic welfare as we 
have defined it We say this in order to emphasize our view that the 
economic welfare calculus, even given all the value judgements 
required in order to apply it, is an inadequate instrument. It should 
also be noticed that many people would want to say that the con¬ 
siderations raised by Professor Lewis are economic considerations. 

We must now consider some further objections which have been 
raised against marginal-cost pricing As we suggested m the pre¬ 
vious chapter, the output and pricing policy adopted cannot, in 
practice, be treated as independent of investment criteria This 
was pointed out by Mr. T Wilson in the following passage 

. . In theory one must then fall back upon consumers’ and producers’ 
surpluses and engage m the pleasant diversion of measuring areas under 
a senes of curves Unhappily such a procedure . could yield a large 
variety of answers from which anyone with an axe to grind could take 
his choice Probably the only way to get at any sort of approximate 
answer would be to consider whether it would be possible to cover the 
total costs of the undertaking if it were run monopolistically. This is the 
sort of forecast which the monopolist himself has to make, so presum¬ 
ably a rough answer could be obtained. There is, however, this differ¬ 
ence. Since the monopolist will try to exploit to at least this extent, he 
will have some check on the accuracy of his forecasting A socialist 
undertaking run according to the Rule^ will have no check at all, and 
will, therefore, be unable to build up the experience which the monopo¬ 
list will possess ^ 

It may be argued that the question of new investment would not 
arise, because a larger output can always be obtained from the 
same plant, if output is adjusted until price equals marginal cost, 
and if marginal cost is, at that output, less than average cost This, 
however, only applies when the investment is for the purpose of 
providing more of the same good in the same market For instance, 
one cannot say that it is wrong to build another ship, or run 

* MS 

* See A Lemer, Economics of Control, p 64 (my note) 

^ Loc cit, p, 458 



PUBLIC ENTERPRISE 193 

another tram, because there are empty berths or seats on those one 
already has The above objection may apply to the gas or electricity 
supply of a single town or district. But, even then, if one is con¬ 
sidering the extension of such services to a new, but similar, 
market, it would be very helpful to know whether those services 
in the old areas could have paid their way. If we were wondering 
whether to build an underground railway in Glasgow, it would 
certainly help to know whether one in Birmingham could run at a 
profit. Thus, if we are considering the best output criterion for 
nationalized undertakings in general, we must not confine our 
attention to the case of public utilities which have a homogeneous 
product, and are already fairly fully developed, without much fresh 
territory to conquer 

Mr. Wilson*s argument, especially when taken in conjunction 
with the well-known 'empire-buildmg' argument, undoubtedly 
provides a strong reason for making the managers of a socialized 
undertaking cover total costs somehow. It is a strong argument, 
because there is no practical alternative criterion to profitability; 
and because the results of misinvestment can be much more harm¬ 
ful than a failure to achieve from moment to moment an hdeal* 
output from a given plant, even supposing that there is such a 
thing in the real world as an ‘ideal* output, and even supposing 
that, if there were, it could be discovered in practice 

The question of efficiency has also been raised ^ By ‘efficiency’ 
we mean efficiency in attaining the lowest possible cost for a given 
output, given the plant and the prices of co-operating factors 
A M. Henderson excluded operating efficiency as a considera¬ 
tion because ‘all systems of pricing of public utilities abandon the 
automatic incentive to efficiency which is supplied by the profit 
motive’.^ This does not, in itself, seem an adequate reason Dis¬ 
missal for inefficiency might well be an incentive In which case 
different systems could theoretically be evaluated according to the 
extent to which they make the discovery of inefficiency, in the 
above sense, possible. Nevertheless, Henderson may be right 
Whatever the system, operating efficiency shows up only on the 
cost side High costs can, in this field, often be prevented from 
showing themselves in the profit and loss account On the other 
hand it may be argued, possibly with some justification, that 
subsidization, even when the subsidy is fixed, tends to make 

* Meade and Fleming, pp 323-4 and 335-7 * M 5 , p 234 
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managers think that costs do not matter very much, and tends to 
make them careless about efficiency Again, it is quite possible that 
an instruction to maximize profits would be more of an incentive 
to efficiency than, for instance, the instruction to cover average 
costs (especially if it was all too easy to cover them), although the 
profits earned would not directly benefit the managers, 

Mr Norris raised the problem of common costs (which may, 
however, be exceptional in public utilities), marginal costs are 
then indeterminate; and, even when there is only one product, 
they cannot be very precisely determined ^ Professor Lewis has 
also made the important point that marginal cost may include some 
user cost/ A. M. Henderson remarked on this, and empha¬ 
sized that user cost involves a guess at the unknowable, and that 
marginal cost ceases to be an objective magnitude and becomes, in 
part, a guess about the future He added 

I feel that there can be no doubt that the marginal cost principle 
disqualified from being the sole or even the main principle of pricing on 
the score of administrative difficulty. It fails to supply a principle which 
IS clear and unambiguous, and it is not possible for inspection to enforce 
compliance,^ 

The general case against marginal-cost pricing is clearly over¬ 
whelming All the arguments, even the rather dubious purely 
theoretical ideal-output argument, are against it. In general, there 
IS nothing to be said for it, but, in particular cases, some of the 
arguments could tell m its favour. First, it is conceivable that 
the distnbution-of-real-income argument might be held to be 
favourable This is only likely to be the case when the consumers of 
the product of some public utility are more or less coincident with 
some social, or income, class or group But this may happen For 
instance, it might be desired to redistribute real income in favour 
of the inhabitants of undeveloped areas Charging for electricity 
at marginal cost would tend to have this effect. Secondly, in certain 
cases the ideal-output argument may be in favour This is the case 
when marginal cost is zero A zero marginal cost means that the 
good in question could not be transformed into anything else. 
Therefore the complication engendered by the fact that price is 
not equal to marginal cost elsewhere does not arise Moreover, 
when marginal cost is zero, all the other 'optimum^ conditions of 


^ Loc cit, p. 58. 
* RES,, p 17 


* Loc cit, p 232 
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production and exchange do not require to be satisfied If marginal 
cost IS zero, one can be fairly sure that some people could be made 
better off without making anyone worse off, simply by lowering 
the price Admittedly there will be some small production changes 
elsewhere, both on account of substitution and income effects. But, 
at least, the deduction is very much less shaky than when marginal 
cost IS not very small. 

It should be noted that zero or near-zero short-run marginal 
cost IS very common. We may instance museums, parks, bridges, 
passenger-trains and buses, broadcasting, water-supply, and some¬ 
times even roads (certainly in the case of light traffic) It at once 
springs to mind that usage of most of these facilities is already free 
at the margin. Museums, parks, bridges, and water normally cost 
one nothing to consume. The charge for one’s wireless licence does 
not vary with the amount one listens Roads are free except to 
motorists, who pay a small charge for immediate usage m the shape 
of the petrol tax They are entirely free to pedestrians and bicyclists. 
This IS, presumably, because marginal-cost pricing is supported 
by the common-sense value judgement, ‘Surely people should be 
allowed to use something as much as they like if it costs nothing’ 
We may ask why an exception is always made in the case of trans¬ 
port There is nothing more obvious than that, if a bus or tram or 
ship IS running half-empty, it would cost next to nothing to carry 
an extra passenger Part of the answer lies m the equation of supply 
and demand. Museums, parks, and bridges are not often full. 
Broadcasting has an infinite capacity, and can never be fully used. 
The theoretical pricing rule, when marginal cost is zero, is ‘Lower 
price until the service is fully used—if necessary to zero* This 
could hardly be done in the case of buses or trams Everyone 
would wait until the last moment for the price to come down, when, 
there would be a horrid scramble It would obviously be impracti¬ 
cable to hold an auction at every station at which the tram stopped. 
Equally, if transport were free, there would be no criterion for 
when it was desirable or not to make an indivisible change, i.e. 
run another bus, or another train Also the ‘ideal’ would not be 
attained People who wanted to travel very badly would be crowded 
out by joy-nders, who would not have travelled if they had had 
to pay anything 

Administrative impossibility, fluctuating prices, and the leaving 
of an enormous number of small but indivisible changes to the 
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whim of the manager^ combine to make marginal-cost pricing 
impossible in the case of transport. It should be noticed that those 
who believe that the road-rail question can be settled on marginal- 
cost principles do not consider true marginal cost They average 
costs to some extent, thereby ignoring some consumers^ surplus. 
It is obviously right to do so. But it means that the best resolution 
of such problems is a matter of judgement, and not of scientific 
principle. When, for instance, A M Henderson wrote, * . The 

inefiiciency arises from attempts to force traffic to go by rail when 
the marginal cost is lower than for road transport, although the 
pricing system is such that the road charge is the lower’,^ he means 
that, say, an extra 100,000 passengers per annum could be earned 
by rail at an average extra cost per head which would be small 
compared to the average extra cost if they went by road. If we 
really followed short-run marginal cost principles, the road-rail 
problem would certainly not be solved. In such cases as this, one 
can only take ‘marginal cost* in a very broad, and theoretically 
illegitimate, sense. 

This leaves us with such things as water, museums, parks, 
broadcasting, roads, and bridges. They are free at the margin, 
except for motor-traffic on the roads The arguments against them 
being free, are (a) that there is no criterion for when to build more 
museums, roads, &c, and {b) that their costs may contribute to 
marginal taxation Where such things are provided for out of 
local finance, the danger of over-development is not very serious 
The ratepayers would have something to say, and in the end the 
district would lose population Also marginal taxation is not there¬ 
by increased. With broadcasting the danger is also slight, and, 
again, the costs are (more than) recovered from consumers More¬ 
over m many of these cases broader considerations of welfare and 
culture would, in many people’s mmds, justify a development 
which could not be justified by any purely economic argument. 
The case of roads is more difficult. The lack of any good criterion 
could lead either to underdevelopment or overdevelopment In 
practice, in England, where something is financed through the 
central budget, underdevelopment is more likely in cases where 
political emotions are not strongly aroused Overdevelopment is 
more probable where the investment is self-financing, and the 
undertaking is better placed than others to draw upon the public’s 
* M , p 241 
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consumers’ surplus But if some check on investment m roads were 
required, it could be provided by limiting the investment to such 
as can be financed out of consumers’ surplus, by vehicle taxation 
and local rates This is, of course, no answer to the question 
^Should a particular new road be built from to 5 ?’ The theoreti¬ 
cal answer would require at least an estimation of consumers* 
surplus on this particular road, and of loss of producers’ surplus on 
the railways. No tolerable system of pricing could possibly yield 
an automatic investment criterion here. It appears, then, that 
the investment-criterion argument cannot be used against a free 
road system though, paradoxically, there may be a case for tolls 
if desirable development is being retarded by the exigencies of 
central finance 

Let us now sum up the argument as far as we have progressed. 
First, we may say that when marginal cost is zero there is a good 
prima facie case for making the service free. When there is also 
some investment check, and the losses can be covered other than 
by marginal taxation, and in an equitable manner, then the case 
for making the services free, or almost free, is well established. 
Second, when marginal cost is not small, but average costs are 
considerably higher than marginal costs, there may be a weak 
pnma facie case for charging somewhat less than average cost for 
the service, but never for actually charging marginal cost The 
pnma facie case is stronger (1 e we could have more confidence 
that the gainers could overcompensate the losers) the lower 
marginal cost is in relation to average cost It only becomes very 
strong when marginal cost is zero, and the overheads could be 
covered without upsetting the ‘optimum’ conditions. 

The pnma facie case may often have to be over-ruled by one or 
other of the arguments mentioned above. But, if marginal cost 
is zero and nothing is charged, or if the policy is to charge rather 
less than average cost when there is a large divergence between 
average and marginal cost, then the objections (a) that marginal 
cost is indeterminate, and (b) that the instruction ‘produce until 
price equals marginal cost’ is administratively impossible, or 
would result in inconveniently fluctuating prices, do not apply 
These are really only strong objections against trying to operate 
the Lerner ‘rule’. The objections to the pnma facie case which 
have so far been raised and which remain are 

(a) a possible unfavourable redistribution of income; 
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(b) the he-whO“benefits-should-pay kind of argument, 

(c) the lack-of-a-cntenon-for-mdivisible-changes argument, 

(d) the fact that it may be impossible to cover overheads without 
increasing marginal taxation, 

(e) the fact that subsidization may tend to cause inefficiency 
by encouraging the idea that, since there is no harm in 
making a loss, costs do not matter much 

Some of the above objections will apply in some cases and 
not in others. The extent to which they will apply depends very 
much on the method chosen for meeting the loss which will arise 
from reducing charges below average costs A M. Henderson has 
reviewed the different methods in this light ^ There are, broadly 
speaking, three possibilities—national taxation, local taxation, and 
price discrimination by means of multi-part tariffs ^ 

The first possibility, national taxation, is clearly the worst. It 
implies an increase in taxation at the margin of effort, and will 
also normally result in an increase of indirect taxation. It also 
implies subsidization with, possibly, a consequent decrease m 
managerial efficiency. These effects may offset what would other¬ 
wise be the theoretical advantages, even in cases where marginal 
cost IS zero To some extent one’s common-sense judgement is 
warped in such a matter, because the benefits of making a service 
free are, m some cases, obvious. The offsetting effect of increased 
taxation is very widely spread, and any ill effects will scarcely be 
noticeable if only a single case is considered. When, however, 
taxation has already reached a high proportion of the national 
income, it may be worth while to guard against this form of 
myopia Furthermore, all the other three arguments (a), ( 6 ), and 
(c) may weigh against it There is likely to be some income redis¬ 
tribution, which might be unfavourable. Some people will pay for 
benefits they do not receive, and there is no check on ‘empire¬ 
building’ investment It would clearly be very difficult to find a case 
m which one could, given any plausible set of value judgements, 
say with some reasonable degree of confidence that it would be right 
to reduce price below average cost, and finance the cost by an in¬ 
crease in general taxation (i.e adopt the Hotellmg-Lerner solution) 

» MS 

* Where there is a multi-part tariff, when I refer to the charge or price, I mean 
the charge which varies directly with the amount of the good or service con¬ 
sumed by the individual, e g the charge per kilowatt-hour for electricity, or 
per therm for gas. 
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The second method is local taxation in the form of rates. Where 
the benefits of the public service are local, this means of payment 
is superior on all counts to national taxation. Marginal taxation is 
not increased, subsidization is not required, redistributional effects 
are likely to be small, and, broadly speaking, those w^ho benefit pay ^ 
Furthermore, there is much more likely to be a check on invest¬ 
ment Where the benefits of the service are widespread, however, 
this method of payment can be ruled out by the redistribution and 
the he-who-benefits-should-pay argument For instance, if a large 
and expensive bridge was built to carry national roads and railway 
lines, no one would argue that it ought to be a charge on local 
rates 

The third method is the multi-part tariff This method may not 
enable the ‘ideal’ output to be produced The overhead charge will 
normally have to be greater than the expense which can be directly 
attributed to each consumer (e g. installation charges for electricity, 
&c.), and certain people who would just be willing to pay consumer 
cost may be excluded. Motor-car taxation will, for instance, exclude 
a fringe of would-be motorists Alternatively, the variable charge 
will have to be greater than marginal cost. The multi-part tariff is, 
in fact, only an approximation to the theoretical ‘ideal’ of perfect 
discrimination This we would not hold as a serious argument 
against it. As we have seen, the ideal output only exists m theory. 
Except when marginal cost is zero, and overheads can, in fact, be 
met out of surplus of some kind, it is indeterminate And, in any 
case, we have seen that the theory, which lies behind the concept of 
an ‘ideal output’, has at best only a very rough and ready application 
to the real world. It is a mistake to suppose that anything except a 
very rough approximation to the ‘ideal’, even when it is theoreti¬ 
cally determinate, can be confidently held to be beneficial. On all 
other counts the multi-part tariff is superior, even to a charge on 
rates, where it is applicable If the charge is on rates, some will 
pay who get no benefit. Similarly, a multi-part tariff prevents any 
significant redistribution of income, which is, on the whole, likely 
to be an advantage. It also provides a check on investment. The 
finance of the undertaking is autonomous.^ This may be an advan¬ 
tage, because those who are experienced in the running of the 
business can take all or most of the decisions;'Furthermore, the 

* This would be more true if full rating of industrial and agricultural property 
were restored * See Henderson, M S 234 
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managers have a reasonably definite pricing system, and they can 
gain the experience necessary to decide whether some new under¬ 
taking would pay for itself with that pricing system But the danger 
of any generalization must be noted at this point If of two strongly 
competing industries one can exploit a multi-part tariff, and the 
other cannot, the first may be overdeveloped relative to the second 
This IS very probably the case with gas and electricity m England.^ 

There is one special disadvantage of the multi-part tariff; it 
normally involves discrimination, which may be thought to be 
unfair The larger the difference between marginal and average 
cost, and the nearer to marginal cost one tries to get, the greater the 
discrimination would have to be Whether discrimination can be 
worked in this way depends mainly on whether suitable impersonal 
categories (e*g. size of motor-car, or house) can be found as a basis 
for discrimination. In my judgement, and for the usual reasons, 
It would be folly to strain after the ‘ideaP by attempting to dis¬ 
criminate in a manner which would be regarded as unfair Here my 
emphasis is rather different to that of Professor Lewis, simply 
because I do not believe one can attach much weight to the 
‘optimum* output argument. 

We can safely conclude that where it is possible to finance losses, 
due to charging less than average cost, either by means of the rates, 
or better still by a multi-part or two-part tariff, then the case for 
reducing price below average cost (assuming that marginal cost is 
substantially less than average cost) is very much stronger than if 
part or all of the loss has to be borne by national taxation Where 
these methods are not available, and therefore the whole loss 
would have to be borne by general marginal taxation, and where 
the service is one that is consumed by individuals,^ then I 

* See I M D Little, The Price of Fuel^ O UP , 1953, chs v-vu 

^ Henderson {MS , p 237) treats defence as a public utility paid for out of 
general ta\ation, But things such as battleships are not consumed by individuals 
—and they play no part m the Welfare’ scheme we examine It is absurd to say 
that defence ought to be financed through general taxation arranged so that the 
taxpayer pays no more than the consumer’s surplus he derives from it Ought 
those, who would not be willing to contribute anything to defence, to have their 
income-tax reduced? Individual preferences play no part where there is no 
mechanism by which they can be expressed When people vote, they do not 
vote on particular issues, and, in any case, the price mechanism is not a ‘Yes^ 
‘No* affair There are no wasted votes, and no minorities This is remarked on, 
because there is a tendency to pretend that consumers’ preferences are expressed 
m the same sort of way through the ballot-box as they are through the price 
mechamsm. 
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think we would, at least, require to have the following conditions 
satisfied * 

(fl) either that almost all individuals benefit to some extent, or 
that the income redistribution would be favourable; 

(b) that marginal cost is very small in relation to average cost, 

(c) that a multiplicity of indivisible decisions is not, as a result, 
left without any criterion 

Can we pause at this stage of the argument and draw any general 
conclusions? The only conclusion that seems to emerge is that 
nationalized industries should at least aim to cover total costs, and 
even here one might occasionally want to make exceptions But 
the fact that one cannot draw up general rules as to tariffs and out¬ 
put policy must not be taken to imply that the economist has no 
contribution to make to the problem in particular cases. We have 
earlier dismissed the idea that the ratio of price marginal cost 
should be made equal to some average (unknown) value for that 
ratio in the economy We have also seen that there is nothing ideal 
about the ^proportionality’ thesis ^ But that is different from saying 
that relative prices and relative marginal products do not matter. 
We saw that the idea lying behind a rise or fall in a price marginal- 
cost ratio is the shift of factors to industries where the value of their 
marginal product will be greater.^ Now where a good has one or 
a few strong substitutes, and where the demand for these goods 
taken together is inelastic, one may be able to predict the direction 
that these factor movements would take and hence be able to pre¬ 
dict, with fair confidence, that an increase in the national income 
would result from a change in pricing policy ^ One may also of 
course take into account the possibility of changes in factor supply, 
in income distribution, and external economies But the point is 
that detailed study may well enable one to make recommendations 
with some confidence; in particular cases many of the general 
objections to the application of ‘welfare’ analysis may be seen to 
have little weight In my opinion this detailed approach is the 
proper one to make, and generalities about price marginal-cost 
ratios, or the use of particular kinds of tariffs, are rather useless, 

* See pp 162-5 above 

* See pp 162-3 above 

^ It has been emphasised m earlier chapters that this is not sufficient evidence, 
even combined with a favourable redistribution, that such a change is desirable 
but, while insufficient, it is still evidence. 
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and may easily worse than useless This, however, is not the 
place to descend into such detail ^ 

Let us return to generalities concerning the price and output 
policy of nationalized industry There is one problem we have not 
yet mentioned, the solution to which has some bearing on the output 
of nationalized industries This is the problem of deciding what 
total costs should be deemed to be It may, at first, seem surprising 
that there should be such a problem, which certainly does not 
exist under private ownership. It is the case, however, when an 
industry is nationalized, that its overhead costs are determined by 
the compensation paid to the dispossessed owners. There can 
certainly be no particular reason why its overheads should be 
fixed in this way, because the amount of compensation is itself 
determined by varying methods, and may be quite arbitrary If 
overheads are not necessarily to be related to the compensation 
paid, then how are they to be fixed ? This apparently opens up the 
possibility that they can be adjusted until ‘covering total costs^ 
would amount to the same thing as ‘producing until marginal cost 
equals price*. Average cost could be forced into equality with 
marginal cost 

This IS, of course, a silly suggestion It inevitably does away with 
the whole object of covering total costs, and is open to all the grave 
objections which have been made to the policy of pioducing until 
price equals marginal cost, covering the overheads by national 
taxation Moreover, if we require that covering overheads should 
provide experience which helps to decide whether new investment 
in a new but similar, or imperfect, market is desirable, then it is 
important that the nationalized industry should start off with 
overheads which bear some reasonably close relation to the value 
(in some sense) of the equipment and goodwill which it takes 
over 

The last consideration mentioned above would appear to give 
us at least one reason for valuing the overheads of a nationalized 
industry in a particular manner. It is a commonplace that the his¬ 
torical cost of equipment is irrelevant, and that it is the replace¬ 
ment cost that matters But the reason for this, and the reason why 
all overheads are not irrelevant, is not always made clear The 
reasons are, fiist, that depreciation should be based on replacement 

* My Price of Fuel is an example of the method I suggest The matter is further 
discussed in the preface to that book. 
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costs and should be covered by price, if the often more or less 
routine investment of depreciation funds is to be under the direct 
control of the undertaking itself, and, secondly, that only if capital 
IS valued at replacement cost is the experience gained in covering 
total costs of greatest value as a guide to making new investment 
decisions. Is it, however, adequate to say that the overheads should 
be determined by replacement costs ? A. M Henderson has dis¬ 
cussed this question The problem, as he set it, is to determine 
how much the industry should pay to the Exchequer after covering 
its current expenses. This becomes the problem of determining 
the valuation that is to be set on its capital equipment, since the 
annual payment will then be determined as the normal yield ex¬ 
pected on an investment of this class To quote 

What IS relevant is the replacement cost of the equipment, and this 
should be the basis of valuation In this way, there is an automatic in¬ 
crease in the amount of the annual payment in periods of high prices 
and a fall in periods of depression 

He went on to say that this basic replacement-cost figure needs 
to be modified, because some of the equipment would not be 
replaced if the decision had to be taken anew He wrote. ‘In this 
case, we require the highest price we would be willing to pay to 
replace this equipment.’^ Only in this case?* Suppose that we 
would be willing to pay more than replacement cost?^ If windfall 
losses are to be subtracted, presumably windfall gams should be 
added. He continued 

The sum we are seeking is the current value of the equipment such 
that, if a normal return is paid, then the taxpayers will not be subsidizing 
consumers of the product of the industry, though they will bear the 
capital losses from investment which has turned out to be un¬ 
justified.^ 

This appears to be the sum we are seeking, because, he suggests, 
we really want to ask ourselves what we would be willing to pay 
to replace the equipment It does not seem clear why this is the 
question we should ask ourselves unless, either for reasons of 
income distribution or for reasons such as Professor Lewises, we 
think that taxpayers ought to bear the losses of mistaken invest¬ 
ment, and ought not to have to subsidize consumers In any case 
capital valuation on the basis of a normal return does not seem to 

* Henderson, R E S t p 21 ® Ibid. 
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be a modification of the replacement-cost principle It seems to be 
a quite different and alternative basis of valuation 

Suppose that, in accordance with this scheme, the capital value 
is, on takeover, determined by multiplying the current profits by 
the number of years purchase corresponding to the yield expected 
by investors on an investment of the same class. The annual pay¬ 
ment IS thus apparently equal to the profits before nationalization, 
and the pricing policy remains broadly unchanged so long as 
operating costs remain the same Alternatively, if no account is 
t^en of risk, and the interest charge is determined by gilt-edged 
rates, then the annual payment would be somewhat less than the 
pre-nationalization profits, and price could be slightly reduced. 

A new investment after nationalization will then be made if the 
industry convinces the Exchequer that it will thereby be able to 
increase its annual payment in proportion (assuming that the 
normal yield does not change), given that it continues to charge 
the same price ^ If the investment is made, and the expected yield 
does not result, then a higher price must not be charged The im¬ 
plication is that the new capital must be revalued m accordance 
with the actual yield of the new investment, otherwise, the tax¬ 
payers would not be bearing the loss ^ The annual payment of the 
industry would thus be adjusted up or down according as new 
investment was successful or the reverse This would mean that a 
mistaken investment would appear to be immediately condoned 
As far as the industry and the public was concerned, its mistakes 
would be covered up as soon as made—and likewise its successes. 
This might not be a good thing 

Admittedly it does not follow from the mistake of, say, erecting 
an unnecessary factory that one should make the further mistake 
of not using the factory in what might be, in theory, m the short 
run, the best manner. On the other hand, if overheads are always 
adjusted so that the average cost of this factory is covered, then 
there remains no obvious indication that the industry is now too 

' Cf Henderson, RE S ,p 23 

^ Apart from this revaluation, the annual payment scheme seems to come to 
the same as that advocated by E F M Durbin, ‘Economic Calculus in a Planned 
Economy*, EJ, Dec 1936, where he says ‘Make the largest output you can 
consistent with earning normal profit on the cost of replacing your plant When 
through a change m market conditions you cannot earn normal profit at all, 
then earn the biggest profit >ou can * This instruction is subject to the same 
objections as we make to the annual payments scheme 
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large If the annual payment was not adjusted then the industry 
might use its monopoly power in order to meet its obligations. 
The taxpayer would not then pay the penalty of the mistake, but 
at least the consequent increase of excess capacity would indicate 
that the industry ought to contract Equally if the new investment 
was particularly successful, a resultant increase in overhead 
charges might tend to hide the fact that further expansion was 
desirable. Again, if demand increased or decreased, there would be 
similar reasons against immediately adjusting the annual payment 
upwards or downwards. There are thus arguments against adjust¬ 
ing overhead charges, more often than very occasionally, to what 
the industry can, m fact, pay when operating at or near full 
capacity. 

Suppose, however, that a new investment failed to give the ex¬ 
pected yield, not so much because costs or demand were miscalcu¬ 
lated, but because there was a general fall in prices There is then 
a strong case for reducing the annual payment This would auto¬ 
matically occur if the equipment was revalued at replacement cost. 
Similarly, if there was a general rise in prices, not only the deprecia¬ 
tion but also the interest component of the annual payment should 
rise The failure or success of an investment which is the result of 
a change in the general level of prices should not be attributed to 
the foolishness or wisdom of the managers, and there is no reason 
why such gains or losses should not be hidden. Furthermore, if the 
annual payment was not thus revised, output would be expanded 
or contracted as a result of a purely historical accident—the acci¬ 
dent of whether the equipment was purchased when prices were 
relatively high or low—and this, at least, cannot be a good reason 
for a change in output policy 

This somewhat clumsy idea of a fluctuating annual payment 
only results from the fact that we have presumed that the managers 
would be instructed to adopt a price which would enable them to 
pay the annual payment In fact, if interest on the capital value was 
charged at private industrial rates, we would simply have been 
discussing how we should vary the annual payment so that the 
managers, in taking it as their guiding star, would in fact maximize 
profits, or minimize losses, in the same way as they did under 
private enterprise. 

We do not want to imply that, when an industry is nationalized, 
the equipment should be valued at replacement cost On the 
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contrary, when the new managenaent takes over, there is no point 
in burdening them, even on paper, with the results of the past mis¬ 
takes of others, nor indeed in valuing the equipment in such a way 
that they can pay an exceptional return from scratch. The initial 
valuation should certainly be made on a normal yield basis, and, 
unless there are special reasons (as there may often be) for sup¬ 
posing that the public has seriously underestimated or overesti¬ 
mated the prospective yield, or the risk involved, the Stock 
Exchange valuation may be taken (Although it is, of course, in¬ 
consistent to take the Stock Exchange valuation, and then require 
the industry to pay only gilt-edged rates on the value of the capital 
thus determined) 

The trend of the discussion will probably have disappointed 
some readers, since the proposal so far is simply that there should 
be a capital reorganization at the time of take-over, and that there¬ 
after the public monopoly should, as far as short-term output is 
concerned, continue to behave m the same way as the private 
monopoly would have done (although within the framewoik of 
covering total costs it may of course try to produce the ‘best’ out¬ 
put). The only difference is that the interest charge would be re¬ 
duced if gilt-edged rates of interest were now charged, 

A, M, Henderson suggested, however, that the amount of the 
annual payment might be modified for various reasons; thus it 
might have its annual payment lowered to make price more nearly 
equal to marginal cost, if the excess of average over marginal cost 
was unduly high, or, if it justified general encouragement because 
of defence requirements, indirect social benefits, or external 
economies. Alternatively, it might have its annual payment raised 
for Jhe opposite kind of reason He added: 

It may seem pointless to start with a more or less precise figure and 
then to submit it to a host of adjustments of so vague a nature The justi¬ 
fication IS simply that in many, if not most, industries there will be no 
very convincing case for making any of them.^ 

We certainly agree with this But, supposing that it was felt that 
some interference with monopolistic pricing v)as justified, we 
doubt whether this interference would best be made by means of 
an adjustment of the annual payment which the industry would be 
expected to make. 

Let us suppose that the annual payment is reduced, so that the 
- * 22 
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industry is not, in effect, expected to cover its total costs, as we 
have tried to define them earlier. New investment would then be 
undertaken if it was expected that charging the same price for the 
product would permit the annual payment to be increased by 
sufficient to cover interest and amortization on the full cost of the 
new equipment, although the corresponding full interest charge 
would not necessarily be exacted.^ It is clear that this involves a 
more exacting criterion for new investment than does profitability. 
The criterion is now profitabihty given a certain price less than 
monopoly price So long as the reduction of the annual payment is 
small, we cannot claim this as a disadvantage, since, as we saw 
earlier, profitability might err on either side of the ‘ideal’ If the 
reduction in the annual payment was, however, fairly large, an 
undue restriction of investment might result. 

Further, if the annual payment was not increased by the full in¬ 
terest and amortization charge on the new equipment—which, if the 
investment were successful, could have been paid—then the price 
charged must be lowered. In that case the ratio of price to average 
cost would be changed. Evidently, if it is only ‘correct’ to make new 
investments which, at the same price as before, can cover their 
total costs, then, if the same average-cost: price ratio is to be re¬ 
tained, the industry must be required to pay the full interest 
charge. On the other hand, if the annual payment was, in the first 
instance, modified for general social reasons (for instance, if it was 
increased for distilleries), then we should presumably require that 
more, or less, than a normal return must be made on the new 
capital If the annual payment is to be modified for many different 
reasons, it is surely wrong to suggest a single investment criterion, 
to wit, ‘make an investment if, on the basis of the old pric^, full 
costs can be covered’. If, for general social reasons, we wished to 
encourage or discourage art industry, we should correspondingly 
not want it to be abWto cover total coks, or beimore than able to 
cover them ^ ' I \ 

We thus see-tix^t therewould be a number of disadvantages if the 
annual payment was adjusted for some of the reasons specified 
First, It would make it more difficult to find a geneial investment 
criterion, and to judge the investment performance of the industry, 
and this, in turn, makes thfe problem of deciding on the right 
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many reasons have been advanced for altering it; a change in the 
price level, a particularly successful or unsuccessful new invest¬ 
ment; external economies and diseconomies; general social reasons, 
and so on. Thirdly, if it was correct to alter it for such reasons as 
A M Henderson put forward, there would be a temptation to 
alter it for more arbitrary non-economic reasons. Whether or not 
to alter it for reasons of general social advantage is a matter of 
judgement about which there could be considerable difference of 
opinion (indirect social benefits, external economies, &c , cannot 
be objectively determined). Decisions on such matters might, in a 
democratic community, well be aired in public, and therefore 
should not be lost to view as they would tend to be if incorporated 
in a change m the annual payment, which would also have to 
fluctuate with changes m the general level of prices, and with the 
success or failure of new investments 
A M Henderson also suggested that, in addition to being able 
to vary the annual payment, the government may also give specific 
subsidies or levy special taxes. ^ Yet interferences on the ground of 
the price: marginal-cost ratio, defence requirements, and indirect 
social benefits, are apparently ail to be dealt with by a variation of 
the annual payment. Indirect taxation is also included. Thus it is 
said ‘ the need for a contribution from indirect taxation is a 
reason for raising the annual payment m all nationalized industries’ ^ 
Even unintentional subsidization, owing to the failure of an invest¬ 
ment plan, is dealt with by varying the annual payment. What, 
then, is there left to be dealt with by means of specific taxes or 
subsidies? The important point about subsidies and taxes is that 
they are abnormal payments, they conflict with the established 
norm of covering total costs (however defined) Being abnormal, 
they attract attention. Therefore I would wish to rank as subsidies 
or taxes payments which should be subject to public discussion 
Among these I would include payments (or modifications of pay¬ 
ments) to or from industries for reasons of general social advantage, 
external economies, defence, &c —and would even prefer to in¬ 
clude among them any payment for the purpose of approximating 
to the ‘optimum^ conditions, because I believe that common sense, 
backed by public opinion, may often be a better guide than pure 
welfare theory m deciding whether a change would satisfy our 
criterion of desirability. 


* R E.S , p 33, 
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But, even supposing that any special encouragement or dis¬ 
couragement of an industry is dealt v^ith by means of taxation or 
subsidization, there are still disadvantages in a system under which 
output is determined by the obligation to balance after a certain 
annual payment is met. Suppose that there is an increase in the 
demand for the product, and that output cannot be quickly ex¬ 
panded. The same price must be charged if the industry is not to 
make too much profit. This would involve queueing or rationing 
or an increase in imports, which is certainly not, as a general rule, 
ideal. It would be wrong to suggest that the taxpayer ought never 
to benefit by the increase in demand. Certainly the'ory suggests that 
the price should be raised, and the exceptional profit made Only 
then IS the product ‘ideally* distributed (we have seen in Chapter 
IX that the ‘optimum* exchange conditions are the least shaky of all 
the ‘optimum’ conditions, and that their fulfilment is presupposed 
by the ‘optimum’ production conditions) This argument ad¬ 
mittedly may not apply m some cases, where income-distribution 
effects are important and cannot be compensated, but it surely 
applies m others Another disadvantage of the annual payment 
method is that it ‘permits* losses (if the industry cannot avoid 
making a loss), but never permits exceptional profits, since these 
can always be avoided There may thus be a tendency for general 
taxation to increase Again, it is likely to be more difficult to aim at 
making a definite amount of profit from year to year than it is to 
aim at maximizing:,prcditTTThe‘lofigY This remains just as true 
if the mstructipifiis to break even, taking the good years with the 
bad. All business experience is built up on the profit-maximizing 
basis Also, IT too much profit is to be avoided, and there happens 
to be a tendency to make too much, then there may be little in¬ 
centive to avoid waste The balance mi|^t be struck by inefficiency, 
rather .th^ by increasing output 
Some of tKe“abiSve disadvantages might be overcome if the in¬ 
struction to break even was overridden by the instructioa that the 
industry should always make as much profit as it could, con«etent 
with operating at full practical capacity The abnormal profits, if 
any, should be reduced only by increased output as and when new 
investment made that possible This raises the question of what 
should happen to any exceptional profits made First, of course, 
they would be subject to profits and income-tax The residue could 
be retained if rec^ired tfe finance an agreed investment programme. 
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anything left should probably be paid to the Treasury It may be 
argued that, for political reasons, exceptional profits should not be 
made in a nationalized industry. They might, for instance, incite 
demands for wage increases This difficulty might be met by 
instituting a suitable purchase-tax if and when an industry began 
to earn a quasi-rent on its equipment. The purchase-tax would be 
removed when output could be expanded sufficiently to meet the 
excess demand ^ 

Thus it 13 suggested that the annual payment be altered only for 
two reasons, either {a) because the general price-level, and there¬ 
fore replacement costs, had changed considerably, or (Z>) for the 
purpose of writing off mistaken investment These capital re¬ 
organizations would be made only occasionally, when the need for 
them had become obvious. Secondly, it is suggested that the 
instruction to break even be overridden by the instruction that as 
much profit as is consistent with full capacity should always be 
made. If the average cost of marginal firms is more than covered, 
then output should be expanded through new investment Thirdly, 
if It is thought that interference is definitely required m order to 
make price more nearly equal to marginal cost, or for general social 
or military reasons, then this should be effected by means of 
taxation or subsidization 

New investment should, m general, be undertaken if it is ex¬ 
pected that Its full costs can be covered, assuming that the same rate 
^of taxation or subsidization (if any) remains This gives us the usual 
r profitability criterion for investment, subject to the geneial en- 
, couragement or discouragement implicit in the taxation or sub- 
isidization of the industry Only if the taxation oi subsidization is 
for the purpose of making price nearer to marginal cost do we tend 
to lose sight of the normal profitability criterion of investment We 
anticipate, however, that interference on the grounds of reducing 
price to make it nearer to marginal cost would seldom, if ever, be 
(pbviously necessary, except possibly m the case of fairly fully 
ideveloped industries where investment was unimportant, and 
probably not often even in this latter case, since the greater output 
would usually be obtained by discriminatory pricing, or by local 

* In some cases a permanent rent might be earned on intra-margmai units, in 
which case the Treasury should receive the abnormal profit corresponding to 
this rent In some cases, however, such rents will have been capitalized when 
the industry was taken over, and would therefore be included in the normal 
annual payment 
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taxation; and where it could not be so obtained, it would seldom, 
if ever, appear to be desirable. 

Finally, we would add that control by price-fixing cannot be 
eliminated as a possibility In abnormal times, as when a parti¬ 
cularly severe shortage develops, or when there is considerable 
inflationary pressure, then rationing and pnce-fixing may be 
required to ensure equitable distribution, or to prevent a wage 
inflation by holding down the cost of living 

Some disadvantages still remain. Nothing in the above instruc¬ 
tions serves to prevent an industry, which is faced with a chronic 
decline of demand, from exerting its monopoly power^ to meet the 
annual payment m spite of the decline in demand Whereas, by the 
suggested overriding instruction, we have introduced some element 
of price flexibility when demand increases, no corresponding flexi¬ 
bility in a downward direction is in evidence Also there is nothing 
to prevent the industry from using one of its products to subsidize 
another There is also the already mentioned possibility that the 
instruction to break even may result in inefficiency, if and when it 
is very easy to break even 

The above kind of consideration raises the question of whether 
It IS not possible to introduce into public enterprise some element of 
competition. In other words, cannot profit-maximization sometimes 
serve in its traditional capacity as an output regulator ^ Thus it 
has been suggested that, for some industries, it would be better 
to have several boards which would compete against each other, 
rather than one central board There would, however, be dis¬ 
advantages in not having a central board for an industry. In any 
industry there are probably certain economies of ‘co-ordination’, 
such as central research and the dissemination of information 
Perhaps more important m some people’s view is the fact that the 
industry would become more difficult to control if there was no 
single central organization responsible to the Minister. In normal 
times this would not matter very much, and might be an advan- 

* A public monopoly might have much more monopoly power than a private 
monopoly Whereas the ratio of price to marginal cost in the latter is seldom 
likely to be significantly different from the average 'degree of monopoly’, this 
might not be true of a public monopoly Private enterprise, however mono- 
polistic, IS always limited by the threat of potential competition, or public con¬ 
trol There is little evidence that the text-book short-run ‘exploitation’ behaviour 
13 a real phenomenon On the other hand, the lack of the above threats might, 
m public enterprise, be offset by the increased influence of parliamentary, 
or public, opimon. 

5966 H 
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tage, but if we have to cater for the possibility of ‘abnormality* then 
It might certainly be a disadvantage 
But, in any case, the same presumed advantages, which would 
result fi om having an industry split up into a number of competing 
boards, could be rather better obtained with a central board, if 
that board adopted a suitable policy Thus, m a multi-plant in¬ 
dustry, the individual plants, or mines, could be instructed each 
individually to maximize its profits If the product were homo¬ 
geneous, or if there wete a small number of homogeneous products, 
then each plant would behave as if in perfect competition Oligo¬ 
polistic competition or restraints could be discouraged by the 
central board. In such a case the board would not be maximizing 
Its profits. It would not control the price, and the individual 
managers would, in fact, be making price equal to marginal cost. 
But m an industry with rising costs, if the above policy was applied, 
losses would not result, indeed, considerable profits might some¬ 
times be made. In that case most of the objections to marginal- 
cost pricing vanish, we would have the competitive industry of 
pure theory. In some cases this would seem to be the best solution 
We believe that much the same solution could be applied to many 
imperfectly competitive industries (we beg the question of the 
definition of such an industry) There is no longer, of course, a 
single price, but many prices and many products The board would 
not Itself be instructed to maximize profits, because that would, in 
the end, mean fewer and fewer commodities, and larger and larger 
plants. Standardization may be a good thing in some cases, and the 
central board would have to decide when it should be imposed, 
but the decision to standardize as much as possible should not be 
forced on it by the instruction to maximize profits The individual 
plants, or firms, would act without day to day interference as under 
private enterprise As we shall argue in a later chapter, welfare 
theory cannot tell us that resources are wrongly distributed within 
an industry of this kind, and there would be nothing to be gained, 
and possibly much to lose, by attempting to make each plant pro¬ 
duce some abstractly defined ‘ideal’ output Such a solution does 
not imply that there are no possible advantages to be gained from 
nationalization in such a case Entry would be Tree’, that is, ab¬ 
normal profits would be taken as a sign that more plants and more 
products, or possibly more plants and the same number of pro¬ 
ducts, are needed. Thus demand might become more elastic for 
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each plant, Purists could then take some comfort from the fact that 
price would be nearer to short-run marginal cost than it is likely 
to be under private enterprise, if entry is m any way restricted. 
The central board could also institute research, spread useful 
information on productive methods rapidly, and discourage any 
tendency to oligopolistic agreement 

In both the above cases the central board would be responsible 
for investment policy, although subject to ministerial control In 
general it would seek to expand the industry when marginal plants 
were more than covering their average costs, and to contract it in 
the opposite case It would, m fact, have the guidance of the normal 
profitability criterion as to when investment or disinvestment was 
required, and in the imperfect competition case it would also have 
the guidance of profitability m deciding which lines of production 
should be developed, and which restricted 

The above kind of scheme, whereby the central board of the 
industry exists in order to ensure that competition acts m the way 
in which it is supposed to act, has many advantages As far as 
managers are concerned their instructions are simple and stimu¬ 
lating, and what they are used to The board has the best practical 
guide for its investment policy.^ Queueing is avoided when demand 
IS in excess of supply, and, on the other hand, price reductions are 
semi-automatic when demand falls off, There is thus more flexi¬ 
bility than when an annual payment regulates output (the annual 
payment would remain as a datum-line of normal profitability for 
the industry, but it would not determine output). 

But the above competitive solution,^ which does away with the 
necessity of keeping a close watch on the annual payment, since 
that no longer determines output, is certainly not a universal 
panacea, although it might be widely applicable If, for instance, the 
industry consisted mainly of a few large firms with falling costs, 
then the instruction to maximize profits would not be determinate 
(some element of indeterminacy would no doubt always be present 

* We showed in Ch X not only that profitability is the only practical and 
generally applicable guide, but also that it cannot, in the case of the imperfectly 
competitive industry without significant indivisibilities, be shown to be, even in 
theory, wrong 

^ A very similar solution has been proposed by Mr. CAR Crosland m his 
article, ‘Prices and Costs in Nationalized Undertakings’, ns, no 3, 

Jan 1950 I am indebted to the author for several of the suggestions embodied 
in this chapter 
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in any imperfectly competitive industry—but, in many cases, it 
would not be great enough to matter) Each firm would require to 
know what assumptions it should make about the behaviour of 
other firms. If each acted independently, treating price as a para¬ 
meter, heavy losses might be made The competitive solution 
would then be open to all the objections urged against marginal- 
cost pricing, and more. The central board or the government would 
have to control the price Even if this were done the individual 
firms could not be allowed to maximize profits on the basis of the 
given price, because they would then make marginal cost equal to 
price,^ and the board would find that the price, at which the re¬ 
sultant output could be sold, would involve it in heavy losses. 
Again we have all the disadvantages of the marginalist solution 
Therefore unless total costs can be covered by discrimination, 
resort must be had to average cost pricing. In which case the board 
must, in some way, control the output of the individual plants, so 
that overheads are covered. We are then back at the annual pay¬ 
ment method of output determination. 

In the above paragraphs some emphasis has been placed on 
nationalized industries making profits. The larger the nationalized 
sector the more important it becomes that this sector taken as a 
whole should make profits (and/or that some of its products should 
be taxed) The present nationalized sector is already large enough 
for It to be probable that the only general convention we have— 
that each industry should try to break even—is causing serious 
damage to the economy A very large part of the savings of the 
community comes nowadays from corporations. Indeed private 
corporations save more than they invest, m addition to which they 
make profits and pay tax on them, which is also a contribution to 

* To let managersmaximize profits on the basis of a fixed price, adjusted by the 
central board until supply equals demand, would be the only practical method 
of getting marginal-cost pricing That price is equal to marginal cost is, after all, 
a deduction from profit-maximi^ation uith a constant price—and whenever these 
postulates are realized, price is by definition equal to marginal cost This deduc¬ 
tion, as IS usual m economics, cannot be \erified, because marginal cost is not 
precisely identifiable (including, as it must, user cost) It was a mistake of the 
advocates of the extreme decentralized marginalist solution to take the condition, 
‘let price equal marginal cost’, which is the fundamental ‘welfare’ theorem 
implicit m the theory of pure competition, and attempt to apply it directly This 
cannot be done for the reason that marginal cost is not a perfectly objective 
magnitude The only possible way of getting marginal-cost pricing ts by aping 
the postulates of pure competition theory, on the assumption that managers, 
when told to do so, do in fact maximize profits 
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governmental savings. The nationalized industries do not save at 
dl; m fact they probably dissave although not supposed to do so. 
At the same time they are very heavy investors 

Moreover, most goods produced m the private sector are in¬ 
directly taxed They thus make a contribution towards financmg 
investment and government expenditure via indirect taxation, via 
contributing to the profit and income-tax of corporations, and 
via corporation saving In contrast the products of the nationalized 
industries probably make a negative contribution. 

This may seem a far cry from welfare economics • but there is in 
fact an intimate connexion. The large volume of taxation required 
to be raised cannot be raised in any very ideal way. But it will 
almost certainly be raised in a worse way than it need be if a range 
of products IS automatically made exempt from taxation, however 
good prima facie candidates they might be. Moreover the total 
volume of taxation required will be pound for pound higher the 
smaller the contribution of these same goods to non-governmental 
savings This is not to say that all nationalized industries should be 
expected to make some contribution to the finance of investment, 
or government expenditure But where it can be seen that a parti¬ 
cular industry could make good profits without any apparent 
‘distortion^ of output, then it seems manifestly wrong that it should 
throw the whole burden of finding the savings required for its own 
investment on to the government or the rest of the economy 
Where, finally, an approach to the best pricing policy would auto¬ 
matically result in large profits (as in the case of the National Coal 
Board) which would make possible the reduction of harmful 
taxation on other goods, the view that nationalized industries 
should at least cover costs becomes very much of an under¬ 
statement 

The discussion we have had m this chapter of some of the pos¬ 
sible methods of running public concerns is only, of course, a 
sketch drawn mainly, though not entirely, from the economic point 
of view However, it suffices, I think, to show that there is not any 
one best method. From the economic angle we have to conclude 
that the best method depends on the nature of the product or pro¬ 
ducts and on the nature of the industry Just as the latter part of 
this chapter showed that there is no one best method of arriving 
at a certain output, so the first part showed that there is no one 
way of determining what the best output is. The best output, 
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and the best method of arriving at it, are not indeed separable 
problems, 

We can only decide what is the best thing to do in each particular 
case taking everything into consideration. The answer will be 
different in each case, And it will also depend on who decides, the 
problem is not a scientific one, about which we can expect to 
obtain universal, or almost universal, agreement The decision is 
influenced by many different considerations of different kinds 
which cannot be weighed in any very objective way 

This whole chapter, and especially the latter part of it, has been 
somewhat of a digression from our mam theme But it may have 
been useful to stray away from pure theory, and see what the 
theory looks like when one tries to apply it One cannot very well 
appreciate its usefulness, or lack of it, unless one watches it 
performing 



CHAPTER XII 


THE VALUATION OF THE 
NATIONAL INCOME 

In Chapter II we used the condition ^ 

referring to quantities bought by some individual) as a sufficient 
criterion for saying that the individual chose situation II rather than 
situation I Similarly, if ^ chose 

situation I rather than II If these two conditions both held, a 
contradiction arose 

We are now going to examine the same conditions when the q's 
refer not to quantities purchased by a single individual, but to the 
total quantities bought by a group of individuals Where the group 
IS relevant we will use capitals (P’s and g’s) and where the indivi¬ 
dual IS relevant small letters (p's and q's) By a group of individuals 
we do not mean a collective A collective can be said to choose, and 
can therefore be treated as an economic individual, although it may 
be composed of many actual individuals. By definition, then, a 
group of individuals cannot be said to choose The recipients of 
the national income are assumed to form a group but not a collec¬ 
tive, and we shall, in general, assume that the Q’s of the formula 
refer to the total quantities of different kinds of goods comprising 
the (real) national income, and that the P’s refer to the market- 
prices of these goods ^ When speaking of welfare, we use the same 
criterion for changes m an individual’s welfare as we have used 
throughout (‘on a higher behaviour line’, or, if this cannot be known, 
the index-number criteria 2p2'?2 > 2p2?i>and XPiQi <2A^2)> 
and the same value judgements as before are presupposed. 

From the above paragraph it follows that no obvious meaning in 
terms of choice attaches to " 2 ^ ^ j?i ^^2* 

The first condition is shorthand for ‘the money value of the real 
national income m period II is not less than the real income of 
period I valued at period II prices’. The second condition is short¬ 
hand for ‘the money value of the real national income in period I 
is less than the real income of period II valued at period I prices’ 
Whenwe are concerned with an‘economic man’, 2 p 29 i 

* Let us, for the moment, assume that all goods comprising the national 
income are consumed by individuals and have a market-price 
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implied this followed from the definition of con¬ 

sistency ButnowthatwearedealmgwithgroupSj 2-^202 

does not imply J Pi < 2 Q2 can easily be seen that the two 
sentences above, for which 2 Pi 5 i < 2 ^ 02 

are shorthand, are not contradictory Even if every individual com¬ 
prising the group was perfectly consistent, so that for every indi¬ 
vidual 2^3 5^2 ^ 2p2?i implied 2 A 5 i < 2A?2j It would still 
not follow that we could not have both 2 iSa ^ 2 ^ 0 i 3 nd 
2 ^101 ^ 2 Pi 02> when we summed the budgets of all the 
individuals. 

Now It IS usually thought that 2-^02 ^ 2-^01 contradicts 
2 ^ 01 ^ 2 02> this IS only because these index numbers 

have been given meanings or definitions (apart from the obvious 
meanings given above) which make them contiadictory. It is our 
purpose to examine the suggested definitions. Professor Hicks 
proposed such a definition in the following passage. 

Thus, what the condition 2 -^02 ^ 2 P^ 0 i us is that there is 
some redistribution of the Q^s which would make every member of the 
group less well off than he actually is in the II situation For, if the 
corresponding inequality were to hold for every individual separately, 
it would hold for the group as a whole 

As compared with this particular distribution, every other distribu¬ 
tion of the QiS w^ould make some people better off and some worse off 
Consequently, if there is one distribution of the in which every 
member of the group is worse off than he actually is in the II situation 
there can be no distribution in which everyone is better off, or even as 
well off. Thus, if we start from any actual distribution of wealth in the I 
situation, what the condition 2P2 02> 2 p 3 0 i 
impossible to reach, by redistribution, a position in which everyone is 
as well off as he is in the II situation 

This would seem to be quite acceptable as a definition of increase in 
real social income ^ 

' J R, Hicks, 'The Valuation of the Social Income*, Economicat May 1940, 
I have substituted capitals for the sake of uniformity It should also be noted 
that, although the defimendum is here ‘real social income’, Professor Hicks 
seems to assume in the same article that this is equivalent to ‘welfare’ Finally 
It should be noted that it must be the case that the condition shows that there 
13 a distribution of the Ois, winch the optimum exchange conditions are satisfied^ 
which makes every member of the group worse off than he is in the II situation 
But the condition does in fact show this See P A. Samuelson, ‘Evaluation of 
Real National Income’, O E F , Jan 1950, p 8, n i also C M Kennedy, ‘An 
Alternative Proof of a Theorem in Welfare Economics’, O.E P,, Feb 1954 
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Now, for some reason, it is supposed that a good definition of 
Veal social income* must pass the base-reversal test In other words, 
jf 2 ig 02 ^ 2 -^2 01 ciit:ails Veal social income is higher in II than 
r> then 2 ^ 01 ^ 2 ^ 02 niust entail ‘real social income is lower 
in I than IL It should be noted that this ^must* is a matter of ele¬ 
gance and convenience. There is no logical or philosophical reason 
why such a definition should pass the base-reversal test, because, as 
we have seen, the meaning of 2 A 02 ^ 2 ^ 0i> which is implied 
by the conventional usage of the symbols, does not contradict 
the similar meaning of 2 ^ 0i ^ 2 02 When dealing with 

groups, there is no logical reason why we should not accept 
2 ^ 02 ^ 2 ^ 01 ^ definition of increased social income, and 

disregard the fact that 2 0i he greater than 2 02 » 

Professor Kuznets has, however, criticized this Hicksian defini¬ 
tion, saying that it must pass the base-reversal test ^ Now it is 
evident that, given the formula 2-^02 ^ 2-^ 0ij not 

mattei how the goods were distributed in the first period One can 
imagine the 0^8 were distributed in any way one likes in the first 
period With each such different distribution there would be a 
different set of prices (jF5.s), but these do not enter into the for¬ 
mula Further, no distribution in the first period is logically in¬ 
consistent with our having ariived at the actual distribution and 
prices of the second period This enabled Professox Flicks to say 
that 2 02 ^ 2 ^ 01 proves that there could have been some 

distribution m the first period such that, if we had still arrived at 
the actual position of period II, the formula 2^2?2 ^ 2^2 S'! 
would have held for every individual Thus 2 ^ 02 ^ 2 ^ 0i 
shows that, given thctotal quantities of the first period, the progress 
of history could conceivably have been such that every individual 
would now be better off This is the meaning of Professor Hicks’s 
definition of an increase in real social income. 

What then, is the correct base-reversal of this Hicksian defini¬ 
tion ^ Using a formula based on the prices of the first year, we must 
see that the analogous argument holds Thus w'e must see that it 
IS possible to redistribute the in the formula 2 0i < 2 02 

so that the inequality will hold for every individual Since the 
PgS do not appear in the formula, it is obvious that this is the case. 
In other words, it is possible to distribute the goods of the second 

' S Kuznets, ‘On the Valuation of Social Income^—Reflections on Professor 
Hicks’s article’, p 4, Economtca, Feb and May 1948 
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period in such a way that each mdividuars first period income 
would have been insufficient to buy what he could thus have in 
the second period, if goods were suitably redistributed. Thus if 
2 ^ 01 < 2 ^ 02 base-reversal test is satisfied, and Professor 
Kuznets's criticism is met 

But Professor Kuznets wrote 

But suppose we reverse the requirement, and ask whether it is im¬ 
possible to make everyone as well off as in situation I by any redistribu¬ 
tion of the actual quantities acqmied in situation 11. If it is impossible, 
then real income in I is greater than in II ^ 

We now see that if 2 ^ < 2 ^ 02> then it is always possible, 

by redistributing the quantities of the second period, to make 
2 A?i < 2A^?2 every individual But, unfortunately, this is 
insufficient to show that everyone could be better off in the second 
period For that, ^pz^z ^ 2 A^i hold for every individual 
(2A53 ^ 2 iniplies '^piqi< 2 A9'2> hut the reverse does 
not hold true) What Professor Kuznets had m mind in suggesting 
that Professor Hickses definition did not pass the base-reversal test 
was that ^PzQz>J,Pz Qi hoes not prove that 2 ^ 2 ^2 ^ 2 ^ 2 
could be made to hold for every individual, by redistributing the 
quantities of the second period. Thus he produces an example of 
two classes, rich and poor, who consume respectively luxuries and 
necessities, and argues that even if 2 ^ 62 ^ 2 ^ Si> ^hen we 
cannot necessarily make both rich and poor better off unless 
luxuries can be substituted for necessities ^ 

This is perfectly true, but irrelevant to Professor Hicks’s original 
definition,^ Professor Kuznets goes on to say 

If we are to determine unequivocally an increase in welfare in situa¬ 
tion II over situation I, we must assume not only a constancy of wants 
m the sense of a constancy of each individual’s appraisal of different 
goods but also that either {a) all goods can be substituted for one another 
in the full range, or (5) the structure of the goods aggregate in the two 
situations is such that no specific good, to the extent that it cannot be 
replaced by another, is reduced in output * 

Now if all goods are merely, in some degree, substitutes, the ful¬ 
filment of either (/z) or (&) will only ensure that it cannot be proved 

' Loc cit, p 4 

* Professor Hicks m a comment on Professor Kuznets’s article implicitly 
abandons his former criterion, and agrees with Professor Kuznets’a criticisms 
(‘The Valuation of the Social Income—A Comment on Professor Kuznets’s 
reflections’, Econoimca, Aug 1948), 
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to be impossible, in the second period, to make 2 ^ 2^2 ^ 
for every individual If it is to be proved possible to make every 
individual better off, condition (a) should read ‘all goods are perfect 
substitutes’ But if all goods are perfect substitutes {a) is irrelevant, 
and condition (b) should read simply ‘no good is reduced in out¬ 
put’ The larger the inequality 2 ^ 26^2 > 2 less substi¬ 

tutable must goods be for it to be possible, in the second period, to 
make 2 ^2 ?2 > 2 ^2 everyone But the definition is not sup¬ 
posed to depend on the magnitude of the inequality However 
small It is, indeed even if 2 A 02 “ 2 -f 2 6 iJ *J‘eal social income’ 
or ‘welfare’ is said to have increased It does not require any proof 
to see that 2 ^ 02 = 2 ^ 0 i demonstrate the possibility 

of making 2 ^ 2?2 ^ every individual, unless it is true 

that the output of no good has decreased. 

Therefore if we are required to prove that everyone could be 
made better off, before we can conclude that welfare or real social 
income has increased, we could never say that welfare or real social 
income had increased, because it would never happen that the out¬ 
put of no good was less than before. Remembering the value pre¬ 
mises we require m order to speak of an increase m welfare, it 
would also be necessary to add that the distribution of real income 
must not have changed for the worse. It is evident that such a 
definition is useless. 

Let us return to the original Hicksian definition. Professor Hicks 
proposed, m effect, that we can say welfare, or real social income, 
has increased over an earlier period if there could have been some 
distribution of the goods produced in that earlier period which 
would make every individual better off now as compared with then, 
in the sense of being now able to choose that earlier pretended 
position if he wanted Thus, by this definition, we have to say the 
welfare of society has increased, when the poor are poorer, and 
even though it might be impossible to restore them to their former 
position without making the rich worse off in their turn They have 
only the consolation that there might have been at the earlier 
period a distribution which would have made them, and everyone 
else, worse off than at present I don’t think many people would 
on this account want to say that welfare, or real social income, had 
increased. 

Nevertheless, this Hicksian definition leads to the correct solu¬ 
tion, Let us recall the sufficient criterion, which we laid down in 
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Chapter VI, for an increase m welfare, (a) the income distribution 
of the second position must be not less favourable than that of the 
initial position, and {b) it must not be possible to reach the second 
position merely by redistributing money. Now Professor Hicks 
showed, in the above quotation, that no redistribution of the quan¬ 
tities of the first position could have made hold 

for every individual now, assuming that the actual second position 
is unaltered by the earlier redistribution It shows, in fact, that, if 
the two positions could have been put to the vote, those who stood 
to lose by the move could not profitably have bribed those who 
stood to gain to vote against it This follows because if 2^2 
mained equal to, or greater than, individual, then 

that individual would not have been successfully biibed 2 ^02 
shows, in short, that the Scitovsky criterion is satisfied 
Professor Hicks had, m fact, abandoned, in his 1940 article, the 
Kaldor-Hicks criterion, and adopted the later-defined Scitovsky 
criterion As soon as we introduce a value judgement about income 
distribution it thus ceases to matter whether the gainers could 
overcompensate the losers or not—it ceases to matter whether 
2 ^2 ^2 > 2 ^2 ?i could be made to hold for every individual in the 
second period Therefore we can conclude that welfare in period II 
is greater than in period I if 2 ^2^2 ^ 2 ^zQi distri¬ 

bution of real income is no worse in the second period.^ 

This criterion is a welfare criterion, but not a criterion for a 
desirable change (see Chapter VI, p iii) The reason why it is 
only the former is that we have shown only that the goods actually 
produced in the first situation could not have made everyone as 
well off as in the second position. We have not shown that some 
redistribution in the first situation could not have produced a still 
better position, account being taken of the fact that the pattern of 
output would have adjusted itself to the redistribution. In terms of 
the Utility Possibility Diagram (Fig XII) the curve represents the 
utility possibilities of the set of goods corresponding to position (I), 
not the set of factors of production corresponding to position (I) 
By Teal income* being better distributed at II, we mean that I' is 
better than I, where the set of goods at T is the same as at I. 
2 02 ^ 2 ^ 01 pi^oves that II is north-east of I' 

* This, however, assumes that the disutility of work has not increased If a 
man is just induced to move to an unpleasant area where he produces twice as 
much, and earns twice as much, the national income increases, but not welfare. 
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This ‘welfare* criterion has been criticized on the grounds of 
redundancy.^ It is said that if anyone can say that T is better than 
I, then he could equally well have said that II is better than I. 
Supposing that II is the present position, and I represents a past 
year, is this the case? Direct inspection of I is impossible, since 
there are no time machines Of course, it may still be reasonable 
to make a judgement directly, eschewing the evidence of index- 


FIG XII 



numbers, and evidence of the distribution of wealth, by reading 
novels, social surveys, &c But perhaps most people would think 
that quantitative evidence in the form of index-numbers of output 
or consumption, and figures relating to the distribution of wealth, 
was of assistance in forming a judgement Since the former tell one 
only that I' is south-west of II, it is difficult to believe that our 
analysis is entirely superfluous 

The above welfare criterion (it is, of course, only a sufficient 
criterion, and not a definition) must not be subjected to any base- 
reversal test We said above that there was no logical reason why 
the condition 2 ^ 2 -^102 should also be required to hold 

Just as we found that some changes could be recommended al¬ 
though the gainers could not compensate the losers, so we find that 
if real income is better distributed, and if 2^02 ^ 2 ^2 0 i> 
the second position is better than the first, even although it is also 

* C M Kennedy/The Economic Welfare Function and Dr Little’s Criterion*, 
R E. 5 . XX (2), no. 52, 1952-3 See also p 106 above 
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the case that ^ >2 Similarly the first position is 

better than the second position if 2 Pi if there 

has been an unfavourable change in distribution between the two 
positions, even although 2 ^ 62 ^ 2 ^ 

Now the index-number 2 ^2 Q21 2 arrived at by divid¬ 

ing the uncorrected index-number 2 P2 Q2IX Pi Qi t>y the Las- 
peyre price index-number 2-^3 01/2 Si Thus our analysis 
indicates the superiority of the Laspeyre price index when it is 
considered that income distribution has changed in a favourable 
manner. In fact, only by the use of the Laspeyre index can 
we say that welfare has increased. Similarly, the index-number 
2-^02/2^01 arrived at by dividing the uncorrected 

index by the Paasche price index-number ^ P^ Q2I 2 ^ 0a Only 
by using the Paasche index can we say that welfare has decreased 
In a democratic community, with universal suffrage, income distri¬ 
bution will normally tend to move in a favourable direction in the 
eyesof mostpeople Theuse of the Laspeyre index is theti indicated 
Those who believe that, in a capitalist community, income distribu¬ 
tion must always be changing unfavourably, however it changes, 
should always use the Paasche price index 

The above discussion is very formal We have been assuming 
that we have exactly the same population of identical men in both 
periods. In fact, of course, people die, and are born The longer 
the interval over which we are making the comparison the worse 
this difficulty becomes. Also we have been assuming that all in¬ 
dividuals are choosers, which is far from being true Hardly any 
individual chooses all the goods he consumes, and some choose 
none of them But we have seen that people think, to some extent, 
in terms of averages, or in terms of social groups, and such con¬ 
cepts fulfil rather better than actual individuals the requirement 
of continuity of choice In thinking about the welfare of the 
country, one may be prepared to ignore distribution within social 
groups which have only a small range of real income distribution 

We have also been assuming that we have had an unchanging 
^population* of goods But if a new good is introduced the formal 
analysis is upset. If some good, which is available in the second 

* But It should be noted that a contradiction could still arise if the change in 
distribution were neutral In this case one would require both £ Pg <52 2 Pj Qi 

and £ Pi 01 < £ 055 for position II to be better than position I, and 

analogously for I to be better than II 
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situation, is not available in the first, then we do not require an 
index-number to tell us that a redistribution of goods could not 
have put everyone on the same or a higher behaviour line as m 
the second situation, because the behaviour lines of all those who 
consume some of the new good are formally incomparable with 
those of the earlier period. Thus the introduction of a new good 
formally prevents us from saying that welfare has increased, and, 
similarly, if a good ceases to be produced, it would prevent us 
from saying that welfare had decreased Quality changes also can 
obviously invalidate the analysis 

Then, of course, we have the fact that no index-number can be 
perfect The price index must always be arrived at by sampling 
Also, of course, the national-income totals themselves are not 
perfect. But, even if the index-numbers were perfect, our analysis 
would not fit the real world very well. We thus reach what is by 
now a very familiar conclusion. Not only must any change in the 
distribution of income be judged favourable, but also 2 S2 must 
exceed 2 Si ^ good large margin before one can have any 
confidence in one’s conclusion. How large this margin must be is a 
matter of judgement 

We have said in an earlier chapter that, m practice, welfare 
conclusions cannot be tested But the comparison of national- 
income totals does provide a certain very rough test of the applic¬ 
ability of the welfare analysis Let us suppose that two people agree 
to accept the two fundamental value judgements of welfare 
economics. Let us also suppose that they both agree that income 
distribution did not change unfavourably between the two periods 
in question We may also limit ourselves to the question whether 
consumption rose (we have so far assumed, in discussing national 
income comparisons, that all goods are consumed by individuals). 
We will suppose that an index-number of consumption seems to 
indicate that consumption rose We ask, need these two people 
agree that consumption rose ? Obviously not, for both can recognize 
the fact that the real world is not very like the world presupposed 
by the formal analysis. If one wishes to rhamtain that consumption 
has risen, and the other that consumption has fallen, neither can 
possibly his case Nor could he prove it, however perfect the 
statistical techniques might be Of course, if the index-number 
showed a terrific rise, the person who maintained that consumption 
had fallen would look silly. One might cease to trust his judgement, 
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but he could never be proved wrong If, however, the index- 
number showed only a small nse, it really becomes quite meaning¬ 
less to say that consumption has either risen or fallen. The extent 
of the rise which the index-number would have to show before 
everyone, who agreed on the theoretical value premises required, 
would also agree on the practical conclusion, is a rough index of the 
applicability of welfare analysis This is the case, because the only 
way of testing welfare analysis is by inviting agreement or disagree¬ 
ment with the conclusions from those who accept the premises 
The reader may be surprised to find that I have treated judge¬ 
ments about consumption in the same way as I treated welfare 
judgements In the above paragraph it was implied that the former 
kind of judgement requires value premises, just as the latter does. 
We have already seen that the word 'welfare’ is an ethical word. 
But words like 'real income* and 'consumption* are not, of course, 
ethical words Nevertheless such a statement as 'the real income of 
the community decreased between 1939 and 1949* strongly sug¬ 
gests that there was a change for the bad; and similarly if it was 
said to have increased I have therefore proposed that the phrases 
‘increase (decrease) of welfare* and 'increase (decrease) of real in¬ 
come* should both be logically subsequent to a judgement about the 
desirability or otherwise of any change m the distribution of welfare 
(or real income). To say ‘the real income of the community is 
greater* is not much different from saying 'the income of the 
community is really greater*, which is again not much different 
from 'the community is better off’ We have therefore treated 
'increase of real income* and 'increase of welfare* as synonymous 
Now in the above paragraph changes in consumption, not real 
income, were discussed But to say 'Consumption has increased, 
&c.* suggests almost as strongly as 'Real income has increased, &c * 
that something good has happened. If no change in the output of 
any good occurs, 'real income* has a fairly precise descriptive 
meaning (although of course any discussion of what should be 
included in 'real income* is a discussion of values) It simply refers, 
m a closed community, to the total collection of goods and services 
sold. Similarly, consumption refers to the aggregate collection of 
goods and services consumed. But the question whether this collec¬ 
tion becomes larger or smaller, when its composition changes, does 
not admit of any precise, objective, purely descriptive answer 
The answer given depends inevitably on the relative importance 
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attached to the different kinds of goods consumed, For this reason, 
before it is said that consumption is greater, we require that our 
criterion for a desirable economic change be satisfied, i.e the 
distribution of consumption must not be worse, and it must not be 
possible that a redistribution of the goods, consumed in the initial 
situation, should have put every individual in a position with 
respect to consumption which would be chosen rather than the 
position actually reached in the second period. If this criterion is 
satisfied it is concluded that consumption is greater 
Unfortunately, for people to agree on such questions as whether 
welfare has increased or decreased, it is insufficient that they 
should agree on the initial value premises required They know 
that within wide limits it is still possible to disagree because the 
theoretical anlysis is not perfectly applicable It is all a matter of 
judgement where the limits lie, butwithin these limits, consciously or 
unconsciously, honestly or dishonestly, one can be led to reach one 
conclusion, or the other, from ulterior motives The surface argu¬ 
ment may be about how well the welfare analysis fits the real world. 
The real argument may be about whether a socialist government is a 
good thing, or not There is thus the ever-present danger that welfare 
economics may degenerate into a kind of scholastic tub-thumping 
After this digression, let us return to rather more technical 
matters, and tie up some loose ends. We have shown that there can 
be no welfare significance in national-income comparisons unless 
a value judgement about changes in distribution is presupposed. 
But statisticians, when they present us with national-income totals, 
whether valued at current prices or at those of some base year, do 
not, of course, wish to make any such presupposition They wish to 
present such data as will be useful as a basis from which other 
people can draw inferences about welfare, or changes in consump¬ 
tion or real income, if they wish to do so. They can, however, 
preserve this neutrality without any difficulty They can, for in¬ 
stance, say that the total market-value of consumption goods in 
1947 was ten per cent greater than the value of the consumption 
goods of 1939 measured at 1947 prices What they should not do is 
to conclude that consumption mcreased There is, after all, no 
such thing as consumption, the size of which can be measured. 
The first of the above two statements is objective and neutral. The 
second is neither one nor the other We may at once add that the 
general practice of statisticians, and that m particular of the com- 
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pliers of the national-income figures, leaves little or nothing to be 
desired in this respect. 

But we have said that statisticians may wish to provide data from 
which others can draw inferences about real income, real wages, 
and so on This raises two questions first, what prices should be 
used^^ and, second, what things should be included m an index 
which people can use as a guide to welfare ? As regards the first 
question, we have so far assumed that market-prices are used. The 
formal reason for using market-prices is clear They are the prices 
which individuals have to pay, and our theory regards welfare, real 
income, &c., as a function of, or logical construction from, the wel¬ 
fares or real incomes of ‘individuals' We have, however, pointed 
out that this theoretical concept can at best only be very roughly 
applied to a changing population of changing tastes, not all members 
of which are choosers. Since this is the case, does there remain any 
good reason for using market-prices, rather than costs, as weights? 

At the formal level a precise reason could be give^i for using 
market-prices At the applied level—which is the level we are 
interested in—only imprecise reasons can be given It is probably 
better to use the weights which pure theory suggests, if there is no 
particular reason for choosing others, since this procedure brings 
the logic of the comparison more into the open. This is really only 
a pedagogic reason. Secondly, it is conceivable, though unlikely, 
that prices and costs would diverge enough to make the market- 
price comparison more reliable (the sense in which one comparison 
can be said to be more reliable than another was made clear in 
our discussion of the problem of testing the applicability of the 
analysis) Lastly, although the comparison cannot possibly be 
given a precise meaning in terms of actual individuals, the in¬ 
dividual IS usually held to be of importance, and the use of 
market-prices as weights is more consistent with this kind of social 
philosophy than the use of an index based on factor costs would 
be. I think that there is thus some slight reason for conclud¬ 
ing that, on the whole, an index, which is to serve as a guide to 
making welfare, or real income, judgements, would be better based 
on market-prices—although in almost all cases an index based on 
factor costs would be just as useful. 

The second question—What should be included in the ‘guide- 
to-welfare' index?—we have by-passed by assuming an economy 
m which all goods are consumed by individuals, that is by assum- 
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ing an economy with no saving, and no collective or government 
consumption Let us thus continue to by-pass this question until 
we have discussed the significance of comparisons of national- 
income totals in which the goods are weighted by factor costs 
(including, of course, profits), and not by market-prices 

The factor-cost index is supposed to measure production in 
some sense. Now the production of an economy consists of a 
heterogeneous collection of goods of various kinds (each kind of 
good being itself regarded as homogeneous) There is only one 
clear and obvious sense m which a heterogeneous collection can be 
said to be larger, and that is when there is more of one kind of good 
and no less of any kind Accepting this, it follows that production 
can never be said to have increased if the output of any one good 
has declined. This is exactly analogous to the view that welfare 
cannot be said to be greater if any individual is harmed, a view 
which results from the mistaken idea that the welfare of the com¬ 
munity IS a heterogeneous collection of the welfares of the indivi¬ 
duals comprising the community 

Analogous to the Kaldor-Hicks definition of an increase in wel¬ 
fare, we have the view that production can be said to be greater 
if resources could be rearranged in such a way that the production 
of every good would be greater Just as the fulfilment of the 
Kaldor-Hicks criterion indicated, at best, a potential increase in 
welfare, so, of course, the change by which the output of every 
good could be increased can only be correctly and accurately 
described as a potential increase in production.^ This may seem 
unduly pedantic I hope, however, that I have said enough about 
the suggestiveness of economic language to show that pedantic 
accuracy of description is highly desirable, if one wishes to preserve 
any neutrality towards the facts one tries to describe 

Now if average full costs were equal to marginal costs, the ratios 
of the weights used in a factor-cost index would be equal to the 
transformation rates of the goods ^ In that case the condition 

* If all goods are valued at factor coat the same total must be reached as is 
reached when each factor used is weighted by the amount it is paid Thus an index 
which measures potential changes in production must also be a measure of the 
amount of resources used, assuming that all factors, including entrepreneurship, 
are included In other words, potential production is the same thing as production 
potential 

* Cf J Kicks, ‘The Valuation of the Social Income’, EconomtcOi May 1940, 
pp iig-zo. 
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2^2 02 >2^01 would show, for very small changes in pro¬ 
duction, that, in the second period, more than the goods of the first 
period could have been produced In other words, it would show 
that production potential had increased Thus, ideally, the factor- 
cost national-mcome measure can be said to be a measure of pro¬ 
duction potential. It should be noted that, given this interpreta¬ 
tion, we do have a contradiction if both 2^02 > 2 ^ 0 i and 
2 -^i 01 ^ 2 02* would then be the case that the goods of the 

second period could have been produced in the first period, but the 
goods of the first period could also have been produced m the 
second period If this is true, we clearly cannot speak of an increase 
in production potential. Thus, unlike an increase in welfare, an 
increase m production requires both 2 02 > 2 0 i ^^^d 

But the above theory of changes m production potential is ^ex¬ 
tremely shaky’ To quote Professor Hicks 

, , , It IS on this sort of structure that actual index numbers of pro¬ 
duction are based, but it has to be recognized that it is extremely shaky 
from a theoretical point of view. Returns are not always constant, 
prices (ex tax) are not always equal to marginal cost, once these assump¬ 
tions are dropped the whole argument loses its validity.... Some people 
may be tempted to rush m with the suggestion that a constant degree 
of market imperfection and constant marginal costs would mend the 
situation, and is not too bad a hypothesis, but there seem to be crushing 
objections against this. While there may be some sense m which it is 
normal for marginal costs to be constant under imperfect competition, 
that sense can hardly be relevant here, where we are thinking about a 
whole economy, not a single firm, so that the specificity of factors is of 
first-rate importance to us Further, unless we have some way of measur¬ 
ing marginal costs directly, we need to assume not only a constant 
degree of market imperfection, but the same degree of market im¬ 
perfection in all industries—and that assumption is hardly tolerable ' 

It should be noticed that, in the previous paragraph, it was stated 
that this analysis was valid only for small changes in production 
But of course index-numbers are applied where more than marginal 
changes in the output of individual goods must be allowed for In 
this event the analysis is valid only if transformation curves are 
straight lines. This is a far stronger assumption than constant 
returns to scale, and implies that there is only one factor of pro¬ 
duction, or that factors are employed in the same proportions for 
* J, Hicks, ^The Valuation of the Social Income’, ibid , p izi 
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all outputs. The normal assumption of economic theory is, of 
course, a diminishing rate of transformation as the output of one 
good IS increased and that of another reduced and therefore we 
should see what the index-numbers can tell us about production 
on this assumption 

Now, since the transformation curve is concave, X ^ 02 > 
X ^ 01 goods represented by the point Q-^ 

could have been produced with the factors and techniques of the 
second situation Similarly X 0 i ^ 02 us nothing 

about the production possibilities of the two situations Just as 
the convexity of behaviour lines prevents one from inferring any¬ 
thing about utility possibilities from X^i02 > 2 ^i 0 i from 
X ^ 01 ^ 2 ^ 02? the concavity of transformation curves pre¬ 
vents one inferring anything about production potential from the 
reverse inequalities But equally X -Pi 02 > 2 -^i 0 i 2 0 i > 
X -^02 r>ne to infer something about production potential. 

The former tells us that the goods of the second position could not 
have been produced with the factors and techniques of the first 
situation even if the production possibility function were linear, and 
a fortiori if it is concave: and the latter that the goods of the first 
position could not have been produced with the factors and tech¬ 
niques of the second situation 

In order to infer that the production potential of the second 
situation is higher than that of the first one would require at least 
that 2 Pi 02 > 2 -Pi 01. and that 2 P2 02 > 2 P2 0 i (the latter 
in order to avoid a contradiction) But in fact, it is doubtful whether 
this IS enough—for the phrase ‘an increase m production potential* 
would seem to imply that the factors and techniques of the second 
situation could more than produce any set of goods which could 
have been produced with the factors of the first situation and this 
no mere index-number can tell us. If then the phrase is used when 
these index-number criteria are satisfied, it is important to remem¬ 
ber that they merely mean that the second situation could more 
than produce the actual goods produced in the first, and the first 
could not have produced the actual goods of the second.^ 

It may occur to the reader that the approach via, as it were, the 
goods potential of a situation, and the approach via the utility 
potential of a set of goods should be combined, and the utility 

* The above analysis of ‘production potential’ is based on P A. Samuelson, 
‘Evaluation of Real National Income’, O E P , Jan 1950 
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potential of the two situations be compared, free play being allowed 
to the sets of goods to accommodate themselves to the different 
distributions of wealth. If this is done, the result is the conclusion 
that index-numbers can tell us nothing about the utility or welfare 
potential of different situations with different transformation 
curves (see Samuelson, loc cit, above, p. 17).^ From the point of 
view of using predicted changes in the national income as a guide 
to policy this is unfortunate. The fact that the actual goods of the 
first situation (which may be thought of as the status quo) could not 
make everyone as well off as they would be in the second situation 
IS not a sufficient reason to move to the second situation, in that 
It might still be the case that some set of goods, which would have 
been produced in the first situation if money had been suitably 
redistributed, could have made everyone better off than they would 
have been in the second situation 

Struck per hapsby the shakiness of the transformation rate approach 
to production indices, Professor Kuznets has tried to introduce, or 
reintroduce, a different concept of production Thus he writes 

The widespread tendency to identify social income as a measure of 
welfare, with social income as a measure of productivity . is grounded 
upon the sound notion that the ‘product’, taken as the yield of resources, 
cannot differ from the welfare equivalent, for the simple reason that the 
latter represents the positive result of the use of resources, and that 
resources have no weight independent of the positive result of their 
employment ^ 

This passage seems to be a recommendation to use the word 
‘product’ in the same sense as the word ‘welfare’. Thus, to say ‘the 
“product” . cannot differ from the welfare equivalent’ is only 
another way of saying ‘ “product” is equivalent to “welfare”’ If 
‘production’ thus always meant ‘welfare production*, and it is 
accepted that the best index for a guide to welfare is the market- 
price index, then, of course, the best production index is, ipso facto, 
the market-price index Professor Kuznets’s claim that the pro¬ 
duction measure and the ‘welfare’ measure should be identical 
would be established But, m fact, ‘production’ does not mean ‘wel¬ 
fare production’, although the statement ‘production is greater’ may 
tend to suggest that something good has occurred. It is, however, 

* The reader can also easily satisfy himself of the truth of this with the aid of 
a diagram containing transformation curves and community-indifference curves, 
as defined in Ch XIII * S. Kuznets, loc. cit, p 124 
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obviously not contradictory to say that production has increased, 
but welfare has diminished. Welfare is not necessarily the positive 
result of the use of resources To suppose that ^welfare production^ 
and ‘production^ really mean the same is again to confuse the two 
ideas which Professor Hicks separated out in the article cited. 

In addition to arguing that a ‘welfare' measure and a ‘production' 
measure must really be the same, Professor Kuznets also argues 
that the market-price index, as a matter of fact, is a better measure 
of production potential This is rather confusing, because, if it 
were true that a ‘welfare' measure and a ‘production' measure 
must be the same, then there is no need to show that, as a matter of 
fact, they are the same But to take the last argument on its own 
merits, the claim is that marginal costs are better represented if 
indirect taxes (/m, presumably, subsidies) are added on The 
assumption on which this claim is based is that the cost of free 
government services to firms can be equated to the amount of net 
indirect tax paid Thus factors would be weighted by the payments 
to them, less direct tax, plus transfers, plus final free public services. 
(That IS, national income is equal to rent, interest, profits, wages 
and salaries, less direct tax plus transfers plus final free public 
services.) 

If we agree, for the sake of argument only, that disposable in¬ 
come plus final free government services (equal to the usual ‘wel¬ 
fare’ measure less free intermediate services) is what ought to go 
into a ‘welfare’ index, then the two indices would coincide It is 
possible that Professor Kuznets's resultant production index would 
be better than the ordinary one, which takes no account of changes 
in intermediate governmental services For instance, if there was 
an increase in essential intermediate services, without an increase 
in indirect tax, his index would show a fall in productive potential, 
which would be correct, since the previous collection of final goods 
could no longer be reproduced On the other hand, if there was 
simply a change in indirect taxation, without any change in pro¬ 
duction or intermediate services, Professor Kuznets’s index would 
normally show a change in productive potential, which would be 
incorrect There would seem to be no particular reason to suppose 
that this index would be better than the ordinary one, although, 
in view of the shakiness of any index, it could hardly matter very 
much which we used, especially since they would be most unlikely 
to give very different results 
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It was necessary to discuss an index based on factor costs, 
because this is the only possible index for those goods and services 
which are not bought by individuals, and which, therefore, have 
no market valuation. Thus the market-price index can refer only 
to goods chosen directly by individuals. Now goods which are 
chosen collectively may be divided into two classes—‘welfare 
goods* and ‘non-welfare goods* Some people might want to 
declare the latter a null-class, and claim that battleships and tanks 
contributed to people*s welfare. I think, however, that most people 
who so thought would not want to say that battleships contributed 
to current welfare, they would rather regard such things as a kind 
of insurance, rather than actually as constituents of a good life 
Although It IS a matter of opinion what kinds of things should be 
classed as ‘non-welfare goods*, the statistician who wants to pro¬ 
duce an index which will be most useful as a guide to welfare must 
make a guess as to what most people would want to see included 
Roughly speaking, I think most people would want to fit into this 
category, or regard as costs rather than utilities, those goods and 
services which are not individually chosen, and would not be 
regretted by many people if a diminution of them did not tend to 
a reduction in the amount of any other kind of good—such things 
as justice, police, and defence The admittance of a category of 
non-welfar^ collective goods implies, of course, that we do not 
ourselves believe that disposable income plus government free final 
services of all sorts comprises the contents of the best index for 
welfare purposes. 

Thus we have three sectors of the economy (a) a collective non¬ 
welfare sector, (d) a collective welfare sector, and (^;) a sector the 
goods of which are individually chosen (this is, by definition, a 
welfare sector) We will still assume, for the moment, that there is 
no saving 

The first sector (a) is, by definition, excluded. But clearly both 
(b) and (c) must be included. In sector (b) the only possible index 
seeks to answer the question ‘Could last year*s collection of goods 
have been produced this year^’ Now, as far as sector (^:) is con¬ 
cerned, we have argued that the market-price index should be 
used, and that it is a guide to welfare in that it tells us whether any 
redistribution of income, given last year’s goods, could have made 
every individual as well off as he is this year (given a constant 
population of choosers, See,). The question arises as to what justifica- 
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tion there can be for lumping together two such conceptually 
different indices. The resultant would be a hybrid to which no 
definite meaning could be attached Some writers have satisfied 
their consciences by making the very dubious ad hoc assumption 
that publicly provided goods would just fetch their cost price on 
the market. We have, however, contended that the sector (c) index 
cannot possibly have any precise meaning in terms of actual 
individuals anyway And Professor Hicks has shown that the factor- 
cost index also can have no precise meaning We can therefore 
cheerfully lump the two indices together, since what we are looking 
for is the index which will be of most assistance to most people for 
drawing welfare conclusions, we are not looking for an index with 
a precise meaning. That would, in any case, be a wild-goose chase. 
On the other hand, it would be an advantage to have a separate 
index for both sectors. This is because many people are interested 
in their comparative growth, their respective magnitudes being of 
considerable social significance 

We must now consider the question of how best to treat savings. 
Savings can hardly be left out of a welfare measure No one 
would want to say that people are worse off because they freely 
decide to save more They might say that their standard of living 
had fallen, but not their welfare. Therefore, savings should, in my 
opinion, be considered to contribute to current welfare But all 
saving, except saving by public bodies, arises in the individualist 
sector. (Admittedly, there are private collective savings, but per¬ 
fectly clear-cut lines of division are impossible The two collecti¬ 
vist sectors together may be taken to apply to what is usually called 
the public sector of the economy. This division is less distorted by 
the adoption of the convention that undistributed profits are indi¬ 
vidual savings than it would be by including them m the public 
collective sector.) Therefore it would appear that all such savings 
are, for welfare purposes, to be included in the individualist sector, 
whatever the class of investment to which they correspond This 
is not, however, altogether paradoxical, for current investment has 
no direct relevance to the present happiness of individuals But cur¬ 
rent savings do contribute to people^s happiness so long as they 
believe that their savings will retain their value 

Professor Kuznets adopts a different view of savings. He believes 
that the decision to save should be regarded as a decision to make 
some real investment, He then suggests that the investment total 
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and the consumption total may be added, because the value of 
capital goods is, in theory, the discounted value of their future 
yields He considers that this treatment approximates better to 
the true meaning of savings decisions It is difficult to agree with 
this, when a decision to save is independent of, and by no means 
always accompanied by, a decision to invest 

Professor Kuznets writes. 

We must value in terms of current welfare also such parts (of total 
output) as represent a net addition to (or a net draft upon) the country’s 
capital, whether under private or public auspices * 

But surely, if an appeal has to be made to future yields, this has 
not been done The expected future ‘yield’ of an individual’s 
savings IS based on the rate of interest, and the price level of con¬ 
sumption goods now, and m the recent past It seems to me that 
we approach more closely to the meaning of individual decisions to 
save if we adopt the alternative view that a decision to save is a 
decision to accumulate purchasing power over future goods of the 
kind available m the saving situation This view is consistent with 
adding m private savings to the welfare sector, without requiring 
any elaborate assumption about the relation of the discounted 
value of the yield to the present value of resources The only 
practical differences between these views are, (i) that, on the 
present view, public saving should be excluded from the welfare 
index, and (2) that the income totals should be deflated by a price 
index comprising consumption goods only 

Both views have, however, a common disadvantage In a time of 
rising prices, caused perhaps by the devotion of much investment 
to the non-welfare sector, the value of people’s savings falls Some 
people would then probably want to say that saving was only an 
illusory contribution to welfare They would want to make a dis¬ 
tinction between their being really better off, and their only think¬ 
ing they were better off This, however, raises all the difficulties 
associated with assuming that 2^2?2 > is an adequate cri¬ 

terion of individual welfare The most that one can say is that, so 
long as one lays emphasis on individual choices, it seems more 
consistent to accept the view that savings contribute to current 
welfare, whether they are being used to finance battleships or con¬ 
sumption-goods factories, and our discussion of the welfare mea- 

* Loc cit, p 13, 
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sure for tlie predominantly individualist sector of the economy ts 
based on the assumption that great emphasis is laid on individual 
choices. 

It must, however, be admitted that the above discussion is very 
academic, for it is most unlikely that a budget surplus or deficit 
would, in normal times, make sufficient difference for it to be 
reasonable to suppose that one treatment would result in a better 
guide to welfare than the other. Under abnormal conditions, such 
as a very severe inflation, no measure based on a quantity index 
would be of any value. The condition 2 ^2 ?2 > Z A ?i would have 
little relevance, even in relation to an individual’s welfare, if prices 
were changing very rapidly, and no relevance to the welfare of the 
community, unless it was at least given that the resultant large 
changes m income distribution were approved of 

We conclude that the most useful guide for the purpose of 
making welfare judgements would be to have two indices, one 
comprising private savings plus private consumption, using a 
market-price index as deflator, and the other comprising the out¬ 
put of final collective ‘welfare goods’, using an index of costs as 
deflator. But such indices cannot be treated as measures of welfare. 
They would be better regarded as providing some evidence, which 
people may use to assist them to make welfare judgements, if they 
want to. 



CHAPTER XIII 


WELFARE THEORY AND 
INTERNATIONAL TRADE 

We do not propose to analyse the welfare implications of all the 
manifold different trade policies which a country might adopt. 
We shall content ourselves with three of the most important topics 
first, the ‘gams' from international trade, secondly, the ‘gains’ 
which can accrue to a country as a result of raising a tariff barrier, 
and, lastly, the question of the desirability of free trade. 

A correct statement of the 'gams’ which may accrue to a hitherto 
isolated country as a result of entering upon international trade 
can be most simply made m terms of the analysis of the national 
income which we made in the last chapter 
Let us first postulate that all the ‘optimum* conditions of pro¬ 
duction and exchange are satisfied m a certain country Let the 
money value of the national income The fact that all 

the ‘optimum* conditions are satisfied implies that no other set 
of goods (such as which could be produced would suffice to 
make everyone as well off as they, in fact, are In other words, the 
gainers by a movement away from the production aggregate, 
described by ^ Px0n would not be able to compensate the losers 
This implies that J Pi< 3 o» because, as we saw in 

the last chapter, this condition describes a situation such that the 
j5o*s could not be distributed in such a way as to make everyone 
as well off as in situation 1. 

Next, let us suppose that the trade barriers are removed, and 
that relative world prices are not identical with the price-relatives 
in the hitherto isolated country Trade therefore takes place, and 
we will suppose that a new equilibrium results, such that the 
national income of the country in question is now 2-^62* We 
assume that all the ‘optimum’ conditions are again satisfied. It 
once more follows that no other set of goods which could be ob¬ 
tained by production or exchange would suffice to make everyone 
as well off as in the post-trade equilibrium position 
Now among these other sets of goods which could be obtained 
is the set produced m the pre-trade equilibrium position It there- 
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fore follows that 2-^02 The interpretation of this 

inequality is the same as in the last chapter If the distribution of 
real income is no worse in the second situation, then welfare can 
be said to have increased* We would not require to as^me 
‘optimum’ conditions of production and exchange within the coun¬ 
try if it could be assumed that production would be in no way 
altered by the opening of trade In that case, the above argument 
also shows that the post-trade position is better than the pre-trade 
position, in that the set of goods produced within the country, 
after trade has commenced, would be incapable of making every 
individual as well off as he is with the goods he actually consumes. 

Thus we see that the correct statement of the Ogams’ from trade 
is not that the 'gamers’ could overcompensate the ‘losers’ That is 
not, as we saw in the last chapter, implied by the condition 
2^02 Iti his article ‘The Gams from International 

Trade’^ to which the above argument owes much, Professor 
Samuelson states that ‘more of every commodity can be secured 
with less of every productive service. This ensures us that by 
Utopian co-operation everyone can be made better off as a result 
of trade This conclusion, that everyone could be made better off, 
presupposes the possibility of a production pattern different to that 
of the actual post-trade equilibrium position Thus Professor 
Samuelson argues that trade could make everyone better off, and 
not that a redistribution of the goods actually obtained by trade 
could make everyone better off Our statement is rather different 
We say that the post-trade position is actually better than the 
pre-trade position, if the distribution of real income has not 
deteriorated. 

We have said nothing about productive services. At the formal 
level they can be dealt with by the inclusion of leisure among the 
‘products’. It may also be noticed that the above argument makes 
no mention of comparative costs in the foreign country When we 
are considering the gams which may accrue to a single country, 
this is not necessary. All that is required is that comparative world 
prices should be out of line with comparative real costs in the home 
country 

The gains-from-trade argument has usually been stated in a form 
which shows that both countries will gam from embarking on some 

* CJEPS^voX V, May 1939, reprinted in Readings in the Theory of Inters 
national Trade (Blakiston, 1949) ^ I^c cit (Blakiston, 1949), p 238 
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trade For this argument to be valid, it is further required that all 
the ‘optimum^ conditions of production and exchange should be 
satisfied in both countries, or, if all countries are involved, in every 
country, so that transformation rates are equal to comparative real 
costs, or else it must be assumed that production is unaltered in 
every country, so that the problem becomes merely one of ex¬ 
change. Then so long as trade does not shift the distribution of 
real income in an unfavourable manner, either between individuals 
in one country or between countries, it follows that trade increases 
welfare The argument in favour of universal free trade simply 
results from pushing the gains-from-trade argument to its logical 
limits. If to the above assumptions we add universal full-employ¬ 
ment, and the absence of external economies, &c , then we Arrive 
at the theory that free trade ‘maximizes world welfare', because it 
results in the fulfilment of all the ‘optimum' conditions of produc¬ 
tion and exchange throughout the world. But it is only ‘world wel¬ 
fare' that IS supposed to be maximized. An individual country may 
gam by a restrictive policy, just as an individual monopolist may 
so gam. This brings us to the question of tariffs 

In considering tariffs, we will first deal with the simple two- 
country two-good case This, and other international trade prob¬ 
lems, can be dealt with graphically with the assistance of the 
device known as the ‘community-indifference' curve 

The ‘community-indifference' curve has been defined by Pro¬ 
fessor Scitovsky in a manner which does not involve us in the 
absurdity of treating a community as a person, when it is actual 
individuals, or small social groups within the community, m terms 
of which community welfare (or indifference) is defined To 
quote. 

In a Cartesian plane whose axes measure physical quantities of two 
commodities, say bread and wine, designate hy the amounts of these 
goods possessed by the community and assume that they are distributed 
among its members in a given way Assume next that the community is 
induced by a rise in the price of bread to give up a certain quantity of it, 
say Then it is possible exactly to compensate everybody for his loss 
of satisfaction by distributing a certain quantity, say of wine 

Pi therefore is a point of indifference to/>o, in the sense that it represents 
for each member of the community the same welfare that he enjoyed 
at ^0 ^ similar way, we can draw all points of the community- 

indifference curve going through p^ 
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firm ought to be expanded. Some labour might be drawn from 
outside manufacturing industry, for instance from agriculture, but 
It IS evident that the required equality would come about mainly 
as a result of a rise in direct costs and a fall in price There would 
be very little readjustment of productive resources The chief 
change would be an increase in the real wages of manual labour at 
the expense of those who live on overheads Thus it would appear 
that the chief argument against imperfect competition is one of 
the redistiibution of income But this redistribution can also be 
effected by taxation up to the point where there is a decrease in the 
supply of entrepreneurs, managers, and supervisory labour, 1 e a 
decrease in the supply of the middle classes ^ Beyond that, profits 
may be squeezed to the point where they cease to be an adequate 
driving force for a capitalist economy It is curious that this in¬ 
come redistribution aigument is not the one which has been 
stressed ^ The theory has, on the other hand, built up a formidable 
barrage of emotive phrases to convince one of its social importance 
—phrases such as ^productive mefficiency\ 'misallocation of re¬ 
sources', ‘restrictionism', Megree of monopoly', and so on—to say 
nothing of the titles themselves Hmperfect competition', and ^mono¬ 
polistic competition' But, m the short run, even at the purely 
theoretical level, the charge of misallocation of resources has to 
wait upon a detailed study of the ‘degrees of monopoly* which pre¬ 
vail Moreover, we have shown that the theoretical level is a very 
shaky one One certainly has no real cause to speak of misallocation 


of raising prices—and it is always possible that some will not follow suit, in 
which case much goodwill would be lost These considerations lend support to 
the view that the ‘degree of monopoly’ will decrease when demand is strong, and 
bear little or no relation to any actual or imagined elasticities of demand Thus, 
although, in the te\t, we meet ‘imperfect competition’ on its own ground, that 
does not mean that we necessarily think that its short-run analysis often bears 
much relation to the facts (For a discussion of business behaviour, in which 
marginal analysis is rejected, see P W S Andrews, Manufacturing Business, 
Macmillan & Co 1949 ) 

* 1 e up to the point where the optimum factor-supply condition is seriously 
upset, as far as those who live on overheads are concerned The socialist economy 
faces the same problem, however, except in so far as it can take the risks, its 
managers must still be paid their supply price 

* It has, of course, been made, cf Meade and Fleming, loc cit, pp 327“8 
Probably the reason why it has not been stressed is that many economists 
wrongly believe that they are being perfectly scientific and objective if they say 
‘If price is not equal to marginal cost, welfare could be increased’ and un¬ 
scientific if they say ‘Welfare could be increased by redistributing wealth in such 
and such a way ’ 
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of resources unless by a detailed study one has at least shown that 
the shift of resources which would result from a change in some 
degree of monopoly’ would increase the national income Unless 
the ratio of marginal costs in two competing firms was very badly 
out of line with relative market values, one could surely have no 
reasonable confidence that this would be the result Ideal outputs 
exist only in books on economics. In the real world there are no 
such things. 

In the long run, the theoretical welfare implications of the doc¬ 
trine of imperfect competition are rather different Here the charge 
is that firms are too small, because, with a falling demand curve, 
the equality of long-run marginal cost and marginal revenue deter¬ 
mines a size of plant which is smaller than that which corresponds 
to the lowest point on a long-run average cost curve ^ But, except 
m the unreal case of pure oligopolistic competition (that is, where 
there is no product differentiation), the reason why the demand 
curve IS falling is that every firm is producing a somewhat different 
product Since the products are different, the removal of a firm is 
a non-marginal change involving consumers’ surplus. Professor 
Hicks has remarked on the inconsistent procedure of deducing a 
falling demand curve from product differentiation, and then assum¬ 
ing that the firm is producing a unique product m arriving at the 
conclusion that the firm is too small, and there ought to be fewer 
firms of a larger size Thus he writes 

To emphasize the differences between the products for the purpose of 
getting a downward sloping demand curve for the individual firm, and 
then to neglect the differences between the products (irrational prefer¬ 
ences for the purpose of neglecting the consumers’ surplus, is both 
inconsistent and practically dangerous ^ 

* This theory can obviously only apply in a limited section of the economy 
Schumpeter wrote ‘Such cases do occur, and it is right and proper to work them 
out But, as the practical instances usually given show, they are fnnge-end cases 
to be found mainly in the sectors furthest removed from all that is most charac¬ 
teristic of capitalist activity’ {Capitahsmt Socialism and Democracy^ 2nd ed , p 
85) He notes ‘This is also shown by a theorem which we frequently meet with 
m expositions of the theory of imperfect competition, viz the theorem that, 
under conditions of imperfect competition, producing or trading businesses 
tend to be irrationally small Since imperfect competition is, at the same time, 
held to be an outstanding characteristic of modern industry, we are set to 
wondering what \\orld these theorists live in ’ (ibid ) 

^ J R Hicks, ‘The Rehabilitation of Consumers’ Sui-plus’, RE.S (1940-1), 
p 116 
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Professor Hicks has also expressed himself on the most general 
formulation of the (welfare) theory of imperfect competition as 
follows 

But when we start from a position where there is an excess of price 
over marginal cost in the related industries, the social cost of producing 
a particular article is no longer represented by its marginal cost curve... 
The social surplus equals consumers’ surplus plus producers’ surplus 
minus loss of potential surplus on other commodities, this may well be 
negative, when producers’ surplus is positive This is the possibility 
which has been uncovered by the modern theories of imperfect compe¬ 
tition; It IS, m fact, the correct and general statement of the possibility of 
loss due to imperfect competition ^ 

But It IS not, of course, necessarily the case that a new firm, 
setting up m an imperfect market, will ‘decrease welfare’ (even on 
the Kaldor-Hicks definition) because, although it will ignore the 
loss of producers’ surplus elsewhere which it causes, it will also be 
unable to tap all the consumers’ surplus The necessity of the in¬ 
troduction of consumers’ and producers’ surplus means that there 
is no clear way of deciding whether there are too many firms pro¬ 
ducing too many different things, or not The case for standardiza¬ 
tion on a smaller range of commodities lies outside the pure static 
theory of welfare It must rest on an overriding of consumers’ 
choices, on the ground that people aie irrational or the ground 
must be that consumers never have the choice between the small 
range of cheaper goods and the larger range of more expensive 
ones, and therefore cannot show that they would really prefer the 
former 

My conclusion is that any general charge of maldistribution of 
resources on the ground that competition is not perfect cannot be 
substantiated from the basis of welfare theory If the authoiity of 
Marshall and Professor Pigou can be evoked for ‘marginalism’, at 
least I can claim the suppoit of Keynes, who, with Olympian 
disdain, wrote ‘There is no reason to suppose that the existing 
system seriously misemploys the factors of production which are 
in use 

Schumpeter came to the same conclusion, although, for other 

* J R Hicks, loc cit, p 116 

* The General Theory of Employmenty Interest and Money, p 379 
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mainly dynamic reasons,* he believed in the economic superiority 

of a socialist system. He remarked 

Socially irrational allocation of resources is not nearly as frequent or 
important as it is made out to be. In some cases, moreover, it is no less 
likely to occur m a socialist economy Excess capacity, also partly in¬ 
evitable in a socialist economy, will often bear an interpretation which 
rebuts criticism ^ 

We have already remarked that the theory of imperfect competi¬ 
tion has tended to blur the distinction, as far as welfare is concerned, 
between monopoly and competition. This is because the case 
against both is held to be the same, in that price is not equal to 
margmal cost. Yet, where there does exist a monopoly or a non¬ 
competitive oligopoly, which can foresee no potential competition, 
it IS at least more likely that the phrase 'restriction of output’ can 
be significantly used Even so, we doubt whether there is a valid 
static-theory argument against monopoly m general. If we define 
a monopoly as a business whose negatively inclined short-run 
demand curve will not be significantly affected by the output or 
price decisions of any other business, it may still be true that few 
monopolies can be so confident of their long-run security that they 
can ever afford to 'exploit’ the short-run position m the manner 
portrayed in the text-books ^ And, even if they did so, it still may 
not be the case that relative marginal cost would be very badly out 
of line with relative prices—and, as we have seen, this inequality 
would have to be large before one was justified in speaking of mis- 
allocation of resources Nevertheless, it seems very important to 

* The exceptional (static) reason which Schumpeter gave for preferring a 
socialist system is the great saving which he believed would result from all 
eanungs being paid net of taxation To quote ‘For as a matter of commonsensc 
it would be clearly absurd for the central board to pay out incomes first and, 
having done so, to run. after the recipients m order to recover part of them’ (op 
cit, p 199) But, if incomes are to be linked to marginal productivities, or even 
to the amount or kind of work done, they must be paid by local managements 
Surely no one believes that an ideal income distribution can be determined 
without taking into account, not merely the amount and kind of work, but also 
the family circumstances of the worker, It is often forgotten that income distribu¬ 
tion IS not merely an inter-class but also an intra-class matter If this is so, then 
the amount each worker was to receive would not only have to be paid by local 
managements, but would also require some calculation PAYE experience 
m this respect might convince some people that the great savings, envisaged on 
this account, would be non-existent Yet, Schumpeter concluded that ‘here we 
have got hold of one of the most significant titles to superiority that can be ad¬ 
vanced in favour of the socialist plan’ (ibid ) 

* Ibid , p, 194 


3 See above p a 66 , n 3 
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retain a clear distinction between monopoly and competition 
There may be important dynamic differences between the two. 
And there are certainly important social and ethical differences 

We must now take leave of the subjects of socialism and im¬ 
perfect competition, and take notice of the fact that laissez-faire is 
not dead, but modified Static welfare theory is still being used to 
support laissez-faire. Ruling out, for other reasons, the socialist » 
competitive solution, or regardless of the danger of playing into the 
hands of the scientific static marginalists, some writers still extol the 
beauties of laissez-fatre, in order to demonstrate the ‘irrationality’ 
and stupidity of planning No one would, of course, go so far as 
to claim that laissez-faire is ideal But, given that more or less 
full employment is maintained, by fiscal and financial policy, and 
given a suitable measure of income redistribution, it is claimed 
that, for the rest, the unimpeded pnce-mechanism is pretty good 
at solving the economic problem, and that planning will distort 
the allocation of resources in an irrational or uneconomic manner. 

Unless the extent of the planning and its nature is described, 
there is little that can be said At the one extreme, if planning takes 
no notice of costs whatever, it is clear that welfare theorists could 
object But then probably no economist would advocate such 
planning At the other extreme, if interference is only made when 
welfare theory indicates control as a solution for some problem, or 
when serious disequihbna occur, or in spheres in which welfare 
theory does not apply (we have in mind the question of standard¬ 
ization), or where it is particularly unplausible (in matters of in¬ 
vestment), then clearly little or no case can be made out against 
planning No general case can be made either way. Economic 
welfare theory is not so realistic that it can claim that the onus 
of proof always lies with the planners, although, of course, one’s 
political views may lead one to this conclusion Also it must be 
noted that planning in general is not a political issue It only be¬ 
comes one if the extent of planning is m question. 

In some people’s minds the real controversy between planners 
and anti-planners is not one to which welfare theory has any 
relevance It is rather the question what kind of welfare theory is 
acceptable. The important issue is believed to be the question 
whether planning, of a degree to which anti-planners object, is 
compatible with the retention of a liberal set of values The fear of 
these anti-planners is that the planners will inevitably tend to 
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substitute their own values for those of the market ^ If planning is 
so complete that no free market exists (some market must always 
exist, for if there is no free market a black or grey market is in¬ 
evitable) no other outcome is possible But even if a consumers* 
market exists, it may merely be used for the purpose of distributing 
that stock of goods which, the planners have decided, is to be 
made available for consumption. Any physical planning, and even 
financial planning by taxation or subsidy, implies some degree of 
divorce between production and market valuations, unless it is 
used merely to correct obvious discrepancies which may tend to 
occur spontaneously when decentralized profit maximization is the 
driving force, or, m a decentralized democratic socialistic system, 
the chief regulator of the economy. 

Almost everyone agrees that some divorce between production 
and the dictates of a free market is desirable, even if the inter¬ 
ference is only such as to prevent the production of brothels, or 
the unregulated sale of dangerous drugs But our analysis has led 
us to the view that it is usually very difficult to be at all sure when, 
on our individualistic assumptions, one would do good by inter¬ 
ference and when not We have suggested that certain obvious 
cases for interference occur The most obvious and important 
cases are the control of aggregate demand, and some measure of 
welfare redistribution In such cases, intervention with the pro¬ 
cesses of laissez-faire obviously do good Then there are cases 
where planning is inevitable and cannot be held to conflict with 
individuals* preferences, because the market mechanism does not 
allow these to express themselves (the obvious case being goods 
which can only be collectively consumed) There are also ‘neutral* 
cases where it is far from obvious that planning will do good, but 
where it cannot be held to conflict with individual preferences, 
because it is very unplausible to suppose that they are adequately 
reflected by the market mechanism (the obvious example being 
aggregate investment). What is certain is that planning yields high 
returns at first, but that these returns decrease rapidly to a margin 
beyond which it cannot be said whether it does good or not 

There are, in fact, two such planning margins—an intensive and 
an extensive margin People of an individualistic and liberal turn 

* The theory th'it this is inevitable is put forward in Walter Eucken’s article 
*On the Theory of the Centrally Administered Economy An Analysis of the 
German Experiment’, l^conomtca, May and Aug 1948 
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of mind, even supposing that they hold similar views about income 
and property distribution, may, nevertheless, differ widely about 
where the margins he. There may thus be a fairly broad area of 
disagreement, without any ideological conflict Nevertheless, if 
Smith wishes to extend planning further than the point, or points, 
beyond which Jones believes that it is far from obvious that welfare 
would be increased, then the latter is liable to suspect, rightly or 
wrongly, that Smith is beginning to substitute some other values 
for those of the market Because of the fact that individual prefer¬ 
ences can direct the economic system only in a comparatively crude 
manner, it is sometimes difficult to know whether the premises of 
those who disagree are really the same, or whether the issue lies 
between someone who sees the price-mechanism as a good method 
of democratic decentralization, and someone who believes m plan¬ 
ning for reasons other than that it may correct some of the diver¬ 
gences from an individualistically determined optimum (however 
vague), which are certain to occur in a latssez-faire economy 
Questions of welfare, real income, efficiency, See, cannot be de¬ 
bated at all, at the economic level, if people are at variance on this 
latter kind of issue 

We may now sum up our discussion of the political implications 
of pure static welfare theory We do not believe that it can be 
reasonably and honestly used m defence of, or against, any parti¬ 
cular political system The marginalist socialist ‘blue-print’ is a 
formal system of deductions of highly dubious applicability, even 
in an absolutist state, and certainly incapable of application in a 
democratic state In my opinion, static welfare theory could only 
convince someone who was blind to realities, and very susceptible 
to emotive language, of the benefits of socialization Equally, it 
could only convince someone who was similarly blind, and open 
to suggestion, of the benefits of laissez-faire The theory suggests 
that some planning is beneficial But planners cannot reasonably 
claim its support for much—probably not for enough to make 
planning a very controversial issue These conclusions are reached 
in the face of the fact that the theory has been persistently used, 
by all sides, as a political weapon. 
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CONCLUSIONS 

This book might, in part, be described as a study of the usage of 
influential and persuasive language m economics Wherever it has 
been found that the terminology of economics is, in this sense, 
normative, we have suggested that the ethical issues involved 
should be brought right into the open Unless this is done, it is 
often not at all clear Avhether a dispute is one of fact, or one of 
value. A discussion, which is superficially objective and factual 
(because frankly ethical expressions are not used), but which is 
really about values, though the contestants may not realize it, is 
usually unhelpful, and may tend to create ill feeling 
I am far from suggesting that economists must try to be neutral 
on ethical issues (the fact that, for instance, I have chosen to give 
an exposition of the traditional welfare economics implies an 
acceptance of certain liberal values) As I have said, the distinction 
between economist qua economist, and economist qua ordinary 
mortal, is one that cannot be very easily maintained Bunging 
ethical questions into the limelight does not imply any kind of 
neutrality There is, admittedly, a tendency to think that once it 
has been shown that people differ on questions of value, then 
nothing more remains to be said But this is a mistake. One can 
often convince someone, by reasomng with him, that one^s own 
ethical beliefs are better than his. This is, however, different from 
trymg to get one’s opinions accepted by means of a propaganda 
use of language—different, that is, from trying to put something 
over by means of implicit persuasive definitions 
Thus I am not crusading against the use of all influential lan¬ 
guage m economics—that would be to oppose the use of all ethical 
judgements in the subject I only want it to be recognized that many 
of our economic phrases are emotive If this is not recognized, 
then many real, though apparently sham (because terminological), 
battles will continue to be fought If, however, it is recognized 
that such battles may be real ones—of values—^then they could 
be better waged, with more enlightenment for the spectators, 
if the decks were cleared of any encumbering pseudo-objective 
terminology. I am, m fact, suggesting a better separation, in 
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economics, of different levels of discourse. This cannot be achieved 
if It IS not recognized that many economic statements, which ap¬ 
pear at first sight to be merely descriptive, have value implications. 
Among the most important of such phrases are ‘increase of wel¬ 
fare* and ‘increase of real income’. 

I have rejected the utilitarian view that the logical calculus of 
‘welfare’ economics should be interpreted in terms of satisfaction 
or happiness, on the ground that it is misleading to describe wel¬ 
fare economics as the science which studies the economic causes of 
the happiness of communities. So to describe it suggests a degree 
of objectivity and precision which is lacking It is, for instance, 
very much a matter of opinion whether some given redistribution 
of money would increase or deciease happiness I also claimed 
that there is an element of prescription in judgements about the 
happiness of communities But even if I am wrong about this, it is, 
in any case, certain that people will slip into using prescriptive 
terminology—will slip from statements about happiness to state¬ 
ments about welfare, and thence to the use of words such as ‘im¬ 
provement’ and ‘benefit’—without paying much attention to the 
change I have taken the view that the essential purpose of welfare 
economics is to prescribe, and that therefore certain questions of 
value are begged unless it is explicitly based on value judgements 

Thus my rejection of the utilitarian scheme of things has not 
been based on the perhaps rather dogmatic objection that satis¬ 
factions cannot be added, and certainly not on a ‘denial’ of inter¬ 
personal comparisons. As a matter of fact, I think that many people, 
m deciding what ought to be done, often employ some sort of 
hedonistic calculation. But such calculation is not logically essen¬ 
tial to prescriptive economics What we require are judgements 
about the sort of thing that ought to be done, and it does not matter 
to us what imaginative processes people employ to help them arrive 
at such judgements. 

Accordingly I have proposed that welfare economics be based 
on the following sufficient criterion for a desirable economic 
change an economic change is desirable if {a) it would result in a 
good redistribution of wealth, and if [b) the potential losers could 
not profitably bribe the potential gainers to oppose the change.’^ 
Two value judgements are presupposed by this criterion. The first 

* This IS subject to certain qualifications as to the sense of the word ‘desirable* 
which it would be tedious to repeat at this point. See Ch VI 
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13 that an individual becomes better off if he is enabled to reach a 
position higher up on his order of choice. The second is that the 
community is better off if one individual becomes better off, and 
none worse off It is thought that both of these judgements would 
be widely acceptable It has further been shown that the above 
criterion is sufficient, given enough factual assumptions, to deduce 
that a realization of the ‘optimum' conditions of exchange and 
production would be a good thing, so long as a worse distribution 
of wealth would not result, or could be avoided by compensation ^ 

I have claimed that the above foundations are firm Anyone may 
accept welfare economics on such a basis, or reject it But the 
important thing is that it is clear what has to be accepted or 
rejected If the conclusions follow from the axioms, and the 
meaning of the axioms is clear, then a system can be said, I think, 
to have firm foundations. 

The suggested criterion is not, of course, objective Whether a 
given economic change would be good or bad remains a matter of 
personal opinion. For it is a matter of opinion whether or not the 
change would cause a good, bad, or neutral redistribution of wealth 
or welfare It mus^ be emphasized that this does not imply that 
welfare economics is useless. Most people would accept the two 
fundamental value judgements The theory, if the required factual 
assumptions are deemed realistic enough^ m any particular case, 
enables such people to agree on the goodness or otherwise of the 
change, given that they give the same answer to the question 
about distribution. And even when there is no agreement about in¬ 
come distribution, useful conclusions may be reached, of the form 
‘This redistribution would be attained better by change than 
change B ' 

Thus I think that welfare economics may best be considered as 
the study of whether or not one configuration of the economic 
system is better or worse than another and whether a change from 
one to the other should be made Whenever these questions arise, 
whether explicitly or by implication, then I suggest that the answer 
be based on the above criterion This means that welfare economics 
IS not solely concerned with the development of ‘optimum' condi¬ 
tions It IS concerned not only with prospective changes, but also 
with the results of actual changes which have occurred It is 

^ We also, of course, have to assume that any induced non-economic changes 
are neutral or good 
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obvious that the question whether economic welfare increased 
over some past period is a question in welfare economics It is 
not quite so obvious that the same question whether posed with 
reference to leal income, wealth, production, real wages, consump¬ 
tion, or standards of living, is also a question in welfare economics. 
But all these words or phrases belong to the pseudo-objective 
terminology of economics They are substantival words which look 
as though they refer to something, changes m the magnitude of 
which may be measured, but this appearance is misleading The 
size of a collection of incommensurable kinds is a concept which 
requires the assignment of weights, which determine the relative 
importance,/or some given purpose, of the different kinds One can¬ 
not, strictly speaking, discuss the question of changes in the size 
of such collections at all The size of a thing is something objective, 
which is independent of the purpose of the measurement. But the 
*size’ of, say, the national real income has no such independence. 
Nevertheless, there is a correct answer (or rather, the form of a 
correct answer) to such a question as ‘has real income increased ?\ 
This IS because the purpose, which determines the weighting, is 
suggested by the value implications of the sentence ‘the real income 
of society has increased’ In other words, the purpose is to discover 
whether or not there has been an improvement Consequently our 
‘welfare’ theory tells us that the weights must be market prices, 
and that the answer to the question must then be determined by 
reference to our fundamental criterion 

Welfare economics is, then, likely to be useful if its factual 
assumptions are realistic enough We saw that the question whether 
they are realistic enough is very difficult to answer, because the 
conclusions of the theory cannot, in practice, be tested. Whether 
Its conclusions, in any particular case, are to be accepted or rejected 
is thus, even given agreement on all questions of value, a matter of 
judgement and opinion There is no question of proof 

The first difficulty is that our criterion often, m practice, rests on 
the assumption that money may be redistributed without offending 
against any of the theoretical ‘optimum’ conditions. Such redistri¬ 
bution would frequently be an administrative or political impossi¬ 
bility. ^ Therefore many changes may have to be admitted to be 

* Or it may be impossible because the potential losers have no ‘lump-sums* 
which can be used to bribe the potential gamers However, if there were no 
propertv, then a good redistribution of earned income by direct taxation would 
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desirable although they do not satisfy the criterion Thus a change 
may be held to be good, if it effects a good redistribution, although, 
in theory, this redistribution could have been better carried out by 
‘neutral^ money transfers. Therefore our criterion must be regarded 
only as a sufficient criterion for a desirable economic change, and 
not as a definition of ‘an increase in economic welfare* Its appli¬ 
cability, in opposing a particular change which would result in a 
good redistribution of real income, is limited by the practical 
possibility of carrying out the required redistribution in some 
better way. 

But, in every case, the exact application of the theory would 
require the existence of eternal and perfectly consistent individuals, 
who choose between infinitely divisible goods of unchanging 
quality In my opinion this unreality does not in itself suffice to 
make the conclusions of the theory worthless, but does make it 
silly to treat them as anything but rough guides to practice It was 
argued that any divergence from ‘optimum* conditions must be 
large before one could have any reasonable degree of confidence 
that an improvement would result from trying to satisfy them. 

The above assumptions suffice only for the derivation of the 
‘optimum* exchange conditions, and, given perfect statistics, for 
the use of index-numbers in judging whether real income, con¬ 
sumption, &c, has changed The ‘optimum* conditions of pro¬ 
duction require many further unrealistic factual assumptions, and 
are, accordingly, less trustworthy In particular, we found that the 
theorem that output ought to be adjusted until price equals 
marginal cost is extremely shaky, and we did not feel justified in 
taking much notice of it except in a few special cases This theorem 
is the most important and the most controversial conclusion of 
welfare theory It lies behind many of the widely accepted practical 
implications of economic theory It is highly controversial because 
it IS the only one of the ‘optimum* conditions which also has serious 
political implications The fact that I cannot bring myself to believe 
that the distinction between average and marginal cost is, more 

sat'sfy our criterion The potential losers could not profitably bribe the potential 
gamers to oppose the change, because the bribes required would be the exact 
equivalent of the proposed taxation This would only not be the case if the bribe 
could be capitalized, and property transferred Thus the fact that there might be 
no ‘lump-sums’,to transfer does not necessarily render the criterion inapplicable, 
although It does imply that it might not be a good thing to put the optimum 
labour-supply condition into operation, or make marginal cost equal to price 
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than very seldom, of the slightest importance to the welfare of 
society, has led me to the view that this branch of economics— 
pure static welfare theory—is, or rather should be, of little or no 
political import 

We can, on the other hand, scarcely doubt that welfare theory is 
sufficiently realistic to tell us that relative costs of production 
should not be allowed to get too far out of line with relative market- 
prices, As a rough guide to what ought to be done, it is undoubtedly 
useful. If one says that welfare economics is useless one means that 
its precise conclusions cannot be taken seriously. The common- 
sense argument that if the market value of one thing is twice that 
of another, then it is usually worth producing if it does not cost 
more than twice as much—ambiguous though it is—is probably 
just as valuable, and is certainly less misleading than such con¬ 
clusions as ‘price ought to equal marginal cost’ 

Common sense is sometimes bad theory, and then it may mis¬ 
lead. But it is often good, but crude, theory. Economic welfare is 
a subject in which rigour and refinement are probably worse than 
useless. Rough theory, or good common sense, is, in practice, what 
we require. It is satisfying, and impressive, that a rigorous logical 
system, with some apparent reality, should have been set up in the 
field of the social sciences’ but we must not let ourselves be so 
impressed that we forget that its reality is obviously limited, and 
that the degree of such reality is a matter of judgement and opinion 
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The Logic of Strong Ordering 

C B WlNSTEN 

In economic theory the assumption of mathematical continuity is very 
convenient Most of the geometrical reasoning based on various types 
of curves, such as demand curves, uses such an assumption. How¬ 
ever, continuity is a deep notion and opens up the possibility of many 
bizarre and unrealistic situations, so that it is necessary, as far as 
possible, to have strong enough postulates for these situations to be 
precluded 

In the text and in Appendix II an axiom of strong ordering is used. 
This supposes that, for any two different collections of goods P and g, 
one IS definitely chosen rather than the other. There is also a transitivity 
axiom, that if P, Q, and R are three different collections, and P is chosen 
rather than g, and Q rather than P, then m a choice between P and P, 
P will be chosen. However, if these axioms are taken as they stand, they 
still leave the possibility that, in one of the situations commonly con¬ 
sidered in economics, the consumer’s choice will not be determinate, 
even though his preference field is completely defined in accord with 
the axioms 

One preference field which gives this paradoxical result is the follow¬ 
ing. 

Fig. XV 



Suppose there are two goods X and 7, and suppose the points P and 
Q represent two collections of these goods Draw lines at 45° to the axis 
through P and Q as shown in Fig XV. Then suppose P is chosen rather 
than Q if it is on a higher line than Q This defines the preference field 
unless P and Q he on the same line 
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On any particular line, order the collections of goods as follows 
Fig XVI 



Letipj the extreme left-hand point of the line, be the least preferred 
on the line Next above it, let the extreme right-hand point, be 
preferred Now order the Other points higher the farther to the left 
they are on the line, supposing that all the remaining points are pre¬ 
ferred to Pi, and therefore, by the transitivity postulate, to Pq Thus, 
in Fig XVI, the points are ranked P3 > Pg > Pj > Pq 

There is now no point on the line that is preferred to all the others 
For since there is an assumption of mathematical continuity, however 
far to the left P,, is, provided it does not coincide with i’o, there is still 
another point between Pq and and this point will be pre¬ 

ferred to P^ In turn there will be another point between •^+1 and 
Pq preferred to Thus we can continue to rise in the preference 
scale by getting closer to Pq, yet we never attain a maximum because 
Pq Itself IS the least preferred point on the line 

Now suppose that the prices of X and Y are such that the line Pq 
IS a budget line. Then given this range of choices the consumer will 
prefer points on Pq P^ to others, but will not prefer any point on 
Pq definitely above all others This odd situation arises solely because 
of the assumption of continuity. 

If we wish to avoid this paradox, while still retaining strong ordering, 
It seems adequate to replace the pair of postulates given above by the 
following pair 

I. In any closed and bounded set of the commodity space, one 
point is chosen/ 

2 If P and Q are two points both of which occur m two sets in the 
commodity space, and P is chosen m one of the sets, then Q will 
not be chosen in the other. 

In the first of these postulates, we extend the range of possible 
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choices from the start, and do not try to limit it to pairs at first HoW' 
ever, we limit it to bounded sets (which do not give the possibility of 
indefinitely large collections of goods) and also to closed sets (and these 
for present purposes we can say are sets which include their boundary 
lines) 

The second postulate is one of consistency It takes the place of the 
transitivity axiom, and implies that there is a definite ordering of 
Pand^ 

The two postulates together imply transitivity, and therefore imply 
a strong ordering of the system This result can be seen as follows 

Suppose in a pairwise choice, P is chosen rather than Q, and in another 
pairwise choice Q is chosen rather than R, Then in applying the con¬ 
sistency postulate to the two sets (P, Q) and (P, P), since P is chosen 

in the set (P, 0, ^ cannot be chosen in the set (P, Q, R) In the same 
way, applying the consistency postulate to (Q, R) and (P, (J, P), P 
cannot be chosen in (P, Q, R) Thus P is chosen in (P, P), and so, 

applying the consistency postulate yet again to (P, Q, R) and (P, P), p 
is chosen from (P, P) 

The two new postulates thus include the old postulates of strong 
ordering, but are strengthened to exclude the possibility given at the 
beginning of this note In practice, of course, it would be entirely 
impossible to observe such subtleties of choice given above, but such 
postulates enable us to use rigorous mathematical reasoning without 
hedging the statements with exceptions, 
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The Constructto?i of a Behaviour-bne System from Actual Choices'^ 
Definitions 

1. A collection of goods is said to be larger than another collection 
if there is more of one kind, and no less of any kind. Similarly 
for smaller than 

2. A consumer is said to choose a certain collection A rather than B 

if, when he buys A, he could have bought P, i e. in index-number 
form, if ^Paqu 

3 A given price-income situation is a situation in which the con¬ 
sumer’s income and all prices are given. 

Axioms ^ 

I A consumer chooses a larger collection of goods rather than a 
small collection 

II If a consumer chooses A rather than 5 , and B rather than C, then 
he chooses A rather than C 

III Every possible collection of goods is chosen in one and only one 
price-income situation 

Consider Fig XVII.^ X and Y are two goods, quantities of which 
are measured along the two axes. MN is a budget line (or price line). 
B represents the collection of goods chosen from the possibilities indi¬ 
cated by all the points on and below the line MN It can therefore be 
said that B is chosen rather than any of these points (by definition 2) 

Next, the budget line is rotated about the point B, continuously 
altering the price-income situation in such a way that the consumer 
could still just buy the collection B In each of the resultant situations 

* Except for the comment at the end, this appendix is the same as in the first 
edition But since the subject has been treated m several further articles since it 
vvas written, a comment has been added at the end I wrote in the first edition, 
‘this construction is of no particular importance to welfare economics, or 
indeed any other kind of practical economics’ One might amend this judgement 
by deleting the words ‘particular’ and ‘practical’ 

* This construction is suggested by the work of Professor Samuelson in his 
Foundations of Econonuo Analysis^ ch vi, ‘A Note on the Pure Theory of 
Consumers’ Behaviour*, Economical 1938, and ‘Consumption Theory in terms 
of Revealed Preference’, ibid , Nov 1948 Also my article ‘A Reformation of 
the Theory of Consumers’ Behaviour’, O E P , n s , no i, Jan 1949 

3 These axioms are not quite sufficient A further mathematical postulate is 
required See p 286 

+ Borrowed from Samuelson, Foundations of Economic Analysis^ p 148 
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a certain collection is chosen. The curve PBQ is the locus of the points 
representing these collections, it may be called an offer curve Take 
any one of these points A , the line AB is then the budget line on which 
A IS the chosen point A is therefore chosen rather than jB, and similarly 
for any other point on the curve PBQ, and a fortiori (by Axiom I) for 
any chosen point above the curve PBQ This curve PBQ can only 
touch MN at B, elsewhere it must lie above it If, as the budget Ime 
was rotated through B, a finite move to a point A was made only after 

FIG XVII 
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It had moved through some finite angle, then B would have been chosen 
in more than one pnce-income situation This would occur whenever 
the consumer continued to consume exactly the same collection of goods 
in spite of a small change m their prices It follows that the offer curve 
must be continuous, and tangential to MN at B ^ 

Now take the point ^ In a similar manner, an offer curve can be 
drawn through A Since it must, using the results obtained above, be 
tangential to AB at it must cut the curve PABQ, and therefore en¬ 
large the area within which it can be said that all points are chosen rather 
thanB This follows because any point C on or above the new offer curve 
IS chosen rathei than A (that is, the relation ^pc^c'^ ^Pc holds) 
and A is chosen rather than B (the i elation '^pa^a ^ '^Pa holds) 
The point A can slide along the curve PBQ and generate a family of 
similar new offei curves Again, points can be taken on these latter 
curves, and new offer curves generated, and so on Eventually a limit 
W'lll be reached, and the boundary of the resultant area within which it 
can be said that all points are chosen rather than B can be shown to be 
a smooth convex curve It will be called the upper behaviour line of B. 

* If the offer curve approached MN at B' between M and B, then points 
between B and B* would not be chosen m any pnct^-income situation, contra 
Axiom III 
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Now let us take a point D on the budget line MN We know already 
that B IS chosen rather than D, Next rotate MN about D until D is itself 
the chosen point We then know that D is chosen rather than any point E 
on the new budget line Similarly D can, by moving along MiV, generate 
a family of new budget lines, and so on, as for the previous construction 
Again, we will reach a limit which will be called the lower behaviour line 
of B This curve must also be continuous and convex to the origin 
It is now required to show that these two behaviour lines through B 


FIG XVIII 



coincide This will be proved by a reductio ad absurdum Therefore in 
Fig XVIII the two behaviour lines oiB(BU and BL) are diawn separate 
The area between the two may be called B's region of ignorance Within 
this region let us take any point F, and construct a lower behaviour line 
of F (shown as a broken line in the diagram) The first possibility is 
that this lower behaviour line of F cuts the upper behaviour line of 5 , 
as m the figure But then we would have some point, such as G, 
which would be chosen rather than B But F would be chosen rather 
than G, and therefore, a fortiori^ rather than B Therefore, contra 
hypothesiy F would not lie in B’s region of ignorance 

The next possibility is that the lower behaviour line of F passes 
through B itself It might be thought that this would imply that F 
would be chosen rather than B This is not, however, the case because 
the points on F’s lower behaviour line (which is the boundary of the 
area containing points rather than which F is chosen) cannot themselves 
be held to be necessarily ‘worse’ than F, This possibility must therefore 
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be excluded by a further postulate which will ensure that no point 
lies on more than one lower behaviour line In mathematical teims the 
required postulate is to the elfect that in the differential equation 
defining a set of lower behaviour lines —dyjdx = f{Xy y)—f has con¬ 
tinuous partial derivatives This same postulate suffices also to exclude 
the remaining possibility that the lower behaviour line of F should 
cut that of B, 

Therefore, given the above postulates, it follows that no region of 
ignorance can exist. The upper and lower behaviour lines of B must 
coincide in one curve which can be simply called the behaviour line of 
B Thus the conventional set of smooth, convex, non-intersecting 
‘utility’ curves can be derived from certain axioms about economic 
behaviour It may be noticed that the convexity of utility curves is here 
deduced as a theorem Convexity is the equivalent of Marshall’s ‘law’ 
of diminishing marginal utility Thus everything which could be 
deduced from this psychological ‘law’ can also be deduced from our 
axioms about economic choices 

These axioms are all implicit in the usual indiffeience curve analysis 
They are not, of course, in the least realistic But, given them, it becomes 
possible to arrange all conceivable collections^ m order of choice, using 
as our criterion of choice the index-number formula ^pa<la 
which, by definition, is the criterion of A being chosen rather than B 
Therefore the index-number formula may be regarded as fundamental 
to the theory of consumers’ behaviour ^ Here it must be mentioned that, 

^ Strictly speaking, those collections which he on the same behaviour line as 
B cannot be determined to be ‘better’ or ‘worse’ than By merely by observing 
market choices This is because the behaviour line is a limit reached only as the 
result of an infinite process Thus Professor Samuelson {Economicay Nov 1948, 
p, 251) states ‘the points lying literally on a frontier locus can never themselves 
be revealed to be better or worse than A If we wish, then, we may speak of them as 
beins indifferent to A' (my italics) If we supposed that observation of actual 
economic behaviour was the only conceivable method of construction of be¬ 
haviour lines, then I thmk that Professor Samuelson would agree that the state¬ 
ment ‘the points on / 4 *s behaviour line are indifferent to A' would be insignificant, 
or, in his terminology, operationally meaningless But the behaviour-line system, 
given the assumption that utility is maximized, could conceivably be constructed 
by asking the consumer to name all collections ‘better’ and ‘worse’ than A 
The points actually on the line could, then, be significantly said to be arranged 
in order of choice, because this order could in principle be discovered Thus 
to call the points on a line indifferent to each other, is not merely misleading, 
but also rules out the (imaginary) methods of construction of behaviour-lme 
systems by questions about hypothetical choices, or by confronting the consumer 
directly with choices between collections which he does not have to pay for 

* For certain purposes the construction of ‘indifference curves’, or behaviour 
lines, IS unnecessary Professor Samuelson {Foundations of Economic Analysts, 
pp. HI, 115) shows that all the theorems of demand theory can be derived from 
the proposition Ep Aa; < o implies 2 (p+Aj!)) Aac < o But this proposition can 
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if we are dealing with only two situations, then it 13, of course, possible 
that an individual be on a higher behaviour line although it would not 
be possible for him to buy the goods of the former situation. What the 
above analysis tells us ib that, if we could have as many other situations 
as we liked, then we could always bring the two initial situations into 
comparison by bringing in the other situations as stepping-stones For 
instance, A may be on a higher indifference curve than Z, but it may 
not be true that ^pa^a ^2 Nevertheless, using this criterion, it 
must be possible to say that A is chosen rather than Z, by bringing m 
the fact that A is chosen rather than 5 , B rather than C, . and Y 
rather than Z Thus, it becomes possible to say that A is chosen rather 
than Z, although Z was not an immediate possibility I do not think this 
is stretching the ordinary usage of the word ‘choice’ too far. 

Finally, it may be said that this market-behaviour conception of 
behaviour lines is, in some ways, the most enlightening It is well known 
that It is, in fact, impossible to draw up indifference curves by asking 
questions For one thing the subject cannot rid his mind of the known 
exchange values of the collections he is asked to choose between In 
practice the only way we can find out if a person is m a chosen position is 
by employing the index-number criterion 2 ^ 2 ^2 ?i7 together with 

2^1 2 a test of consistency If the employment of these tests 

gives no information (as when 2!A?2 < 2^2?i> 2 A 

then It might be possible to find a mediating point which would suffice 
for us to be able to say which was actually higher up on the order of 
choices. The behaviour line may be regarded as the ideal limit which 
would be attained if we could always bring every pair of situations into 
relation by means of the index-number criterion 

Further Comment 

I Professor Georgescu-Roegen has criticized Axiom II as being 
‘incorrect’ ^ By this he means that I could not stipulate that A should 
be chosen rather than C tn the sense of definition 2 This is true, and I 
should have written *A would be chosen rather than C if there was a 
free pairwise choice between the two’ Definition 2 then requires to be 
enlarged to ascribe a meaning to choice in a non-market situation. The 
critics of ‘revealed preference’ theory, or of my claim that the behaviour- 

be deduced from the definition of consistency as follows Given that an individual 
once bought the collection 0i, rather than Qo, that is, given that S pi gj ^ 
^ Pi 9o> then It follows that if he ever buys Qq it must not be the case that 
Zpo 9o > S ^0 because in that event he would have been able to buy Qi, and 
he would then, by definition, have chosen Qq rather than Qi, which would be 
inconsistent Therefore implies S/)o5o < Therefore 

implies Spo (9o~^i) < o. Therefore implies 

2 Ag < o 

* ‘Choice and Revealed Preference’, S EJ ^ Oct 1954 
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line system was constructed from actual choices, would then say that 
this was an illegitimate resort to choice in a non-market situation If 
revealed preference theorists had to limit themselves solely to observa¬ 
tion, of course they could get nowhere An observation that ‘Smith 
chose tells one only that Smith chose and did not choose any of 
the other possibilities The claim was (or should have been) that given 
certain assumptions about people’s choices (which need not all be 
testable by observing only market behaviour) then the system of 
curves can be built up by observing only behaviour If, however, one 
takes the view that the theory is pointless unless the assumptions are 
testable in terms of market behaviour. Axiom II can be reformulated 
to get over this difficulty 

Professor Georgescu-Roegen has shown^ that this was the merit of 
Professor Houthakker’s so-called strong axiom ^ Professor Houthakker’s 
axiom (which may be said to define ‘semi-transitivity’) is that if A is 
chosen rather than B and B rather than C , and Y rather than Z, then 
Z must not be chosen rather than A We may now extend the meaning 
of‘chosen rather than’ so as to be able to say that A is chosen rather than 
Z in the above circumstances (I had already made this extension of the 
meaning of choice, but in terms of full rather than semi-transitivily) 
Now suppose that A is chosen rather than 5 , and C is chosen rather 
than in the manner of Fig XVII These relations imply that A is 
not chosen rather than C, and B not chosen rather than A ^ But it is 
obvious from the construction of Fig XVII that C was not among the 
possibilities when B was chosen—hence B was not chosen rather than 
C, and never would be since, by Axiom III, B is not chosen in any other 
price-income situation Thus by the extended definition of ‘chosen 
rather than’, and the relation of semi-transitivity, C chosen rather than 
A, and A rather than B, implies C is chosen rather than B —which is 
full transitivity. 

But this restatement does not yet fully achieve the task of removing 
altogether axioms which cannot be tested by market behaviour Axiom I 
clearly cannot be so tested But in fact it would seem that Axiom I is 
unnecessary, since definition 2 in fact does the required trick of en¬ 
abling one to compare points on the budget line with those below it 
It seems to me difficult to object to this definition 

2 A flaw m the construction is the postulate that the differential 
equation defining the set of lower behaviour lines should have con¬ 
tinuous partial derivatives, since this cannot be given any testable 
meaning in terms of economic choices This postulate is not required 

* Idem * ‘Revealed Preference and Utility Function’, Economtea, 1950 

3 An axiom to this effect (Samuelson’s so-called ‘weak axiom’, see Foundations, 
p 151) should have been stated among the axioms, but is now contained m the 
axiom of semi-transitivity 
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to rule out the possibility that the lower behaviour line of F cuts that 
of B (see my cited OFF article) But it is required to eliminate the 
possibility that it joins it at B. Thus if behaviour lines are branched as 
m Fig V, p 28, the construction appears impossible, supposing 
that in this diagram AC is the true behaviour line of C, then the present 
construction would trace the line AC as the upper behaviour line of C, 
but it would also trace the line BC as the lower behaviour line of C. 
So far as I can understand them, it appears that all other ‘revealed 
preference’ practitioners have made some similar analytic assumption, 
(See Georgescu-Roegen, loc. cit, p laS) 

3 Another difficulty (also pointed to by Professor Georgescu-Roegen, 
loc, cit,) IS that Axiom III cannot be true unless some of both com¬ 
modities are consumed—or in the general case some of everything 
But in the general case this is obviously false. Scarcely anyone consumes 
something of everything (But eliminating this axiom also upsets the 
usual conclusions of welfare economics (see pp 25-26, and Appendix 
III, above) as well as revealed preference theory) However, this does 
not seem to be an additional difficulty to that discussed in (2), since, 
given that we assume continuous partial derivatives, there is no need for 
the present axiom as well 

4 Professor Houthakker in the article cited has shown that the 
present kind of analysis can be extended to more than two goods In so 
doing he shows that if transitivity holds good, then the behaviour lines 
can be integrated into surfaces (This in fact had been already shown 
by Professor Georgescu-Roegen ’) He proves formally that the points 
on the surfaces are equivalent (= symmetrical, reflexive, and transitive) 
to each other, so that they can be legarded as indifferent (since indiffer¬ 
ence IS also an equivalence relation) This, however, does not mean that 
they could not be ordered by choice—for even if they were, they would 
still be equivalent in the sense of belonging to the same boundary line. 

' ‘The Pure Theory of Consumer's Behaviour', QJE, 1935-6 
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Kinked Behaviour Lines and Boundary Optima 

It was stated m Chapter II that much of Welfare Economics remains 
valid even if it is not assumed that individual behaviour lines are smooth 
curves 

First consider the ‘optimum’ exchange condition. One can no longer 
speak in terms of the equality of different individual’s marginal rates of 
substitution as a necessary condition for an optimum, because unique 
marginal rates of substitution are no longer assumed to exist One can, 
however, still say that, with given totals of goods to be distributed, it is 
a sufficient condition of a Pareto optimum that all individuals should be 
free to trade as they please at a price which equates total supply and 
demand This follows simply from the assumption that everyone’s 
equilibrium point is where the budget line touches but does not inter¬ 
sect the highest behaviour line It follows that no two individuals’ be¬ 
haviour lines (as in an Edgeworth box diagram) can intersect. It is, 
however, no longer necessary that there should be a single price, m that 
it would be possible to have a different price for those individuals with 
kinked curves, without shifting their equilibrium points at all 

Secondly, the condition that the marginal rate of transformation be¬ 
tween two goods should equal the marginal rate of substitution no longer 
applies Instead we have the condition that the marginal rate of trans¬ 
formation be equal to the relative equilibrium market prices of the two 
goods If this condition is satisfied, then, for the reasons given in the 
above paragraph, the transformation curve cannot intersect any in¬ 
dividual behaviour line Taken m conjunction with the other ‘optimum * 
conditions, this is a sufficient condition of a Pareto optimum. It is no 
longer a necessary condition in that it becomes possible for the trans¬ 
formation curve to intersect the price line without intersecting an 
individual behaviour line 

The theorem derived from these conditions, that if the production of 
all goods be earned to the point where marginal cost equals price, then 
(m the absence of external economies and diseconomies) a Pareto 
optimum IS reached, remains valid But it becomes a sufficient condition, 
rather than a sufficient and necessary one The theorem that perfect 
competition fulfils this condition is unaffected 

That welfare economics is basically undisturbed by kinked behaviour 
lines is a point of more than purely technical interest It may Very well 
be true that in so far as people behave consistently at all, they behave in 
a manner which implies kinked lines. This is liable to be the case if 
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people, to some extent at least, order their choices by reference to two 
or more guiding principles, arranged m order of priority but otherwise 
incommensurable. Let us take an example which illustrates the principle * 
Suppose a man chooses between two goods on the basis of first a ‘life’ 
principle, and secondly a * pleasure’ principle, *life’ having top priority 
until It IS fully satisfied Until he has enough calories, vitamins, &c., for 
good health, the fact that he likes certain combinations more than others 
plays no part Such a scheme of choice would produce a behaviour 
pattern of the type illustrated in Fig XIX 


FIG XIX 



The heavy curve is the locus of points of satiation of the ‘life’ principle * 
only on and above this line does the ‘pleasure’ principle take over The 
points on any given ‘life’ curve are all ordered by the pleasure principle, 
and they cannot therefore be described as indifference curves. 

That kinks are likely to be very common can be seen by the following 
consideration There are in most people’s budgets some goods, with 
non-zero prices, of which no more would be consumed if there were an 
‘income-compensated’ fall in their prices (The fall in price must be 
‘income compensated’ otherwise it might be claimed that the reason 
was that they are inferior goods ) This implies kinks I personally would 
say that a great majority of the goods I consume are in this class. One 
reason for this is of course the indivisibility of many consumption goods 
But another is the fact that (perhaps in order to simplify life a little, and 
not always be calculating) one pursues certain kinds of wants to satiation 
point before thinking of other ways of spending money 

The implications for welfare economics of kinked behaviour lines arc 

* The example is suggested by N Georgescu-Roegen, ‘Choice Expectations 
and Measurability’, QJE^ Nov 1954 
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the same as those of ‘boundary optima* The reader will have noticed 
in Chapter VIII that the illustrated optimum position was always within 
the ‘box’. What happens if it is at the edge of the box as in Fig XX 
Within the box there is no point at which the behaviour lines are 
tangential to each other. The ‘optimar points all he along the left-hand 
and upper edges of the box, which thus form the contract curve. 
Consider one such point P. Through P are drawn two price lines (the 
dotted lines) one tangential to behaviour line, and the other to P’s 
Now either of these price lines, or any between them, would produce P 

FIG, XX 



as an equilibrium point From any point on either of them, it would pay 
both A and B to exchange until the limit was reached when A had no 
more X to give 

It follows from this that one cannot speak of equality of marginal 
rates of substitution Nevertheless, it can easily be seen that, starting 
from any point on the diagram, a price must establish itself (if both trade 
freely, and the price falls or rises in response to excess supply or demand) 
which results in a position on the left oi upper edge of the box. Con¬ 
sequently, as with kinked curves, it remains true that a single market 
price w^hich equates supply and demand is a sufficient condition for the 
‘optimum’ allocation of fixed collections of goods between individuals,^ 
Modifications similar to those made above to allow for kinked behaviour 
lines apply to the other optimum conditions Marginal cost pricing 
(together with the exchange conditions) remains a sufficient condition 

* This case has been dealt with more generally by K J Arrow m ‘An Exten¬ 
sion of the Basic Theorems of Classical Welfare Economics’, Cowles Commission 
PaperSt N S , no 4 
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of a Pareto optimum, while the theory that perfect competition leads (in 
the absence of external economies and costs) to a Pareto optimum also 
remains valid ^ 

At first glance ‘boundary optima' may appear unrealistic but this is 
only because our diagrams are limited to the two-good case Second 
thoughts suggest that there is a large number of things one does not 
consume at all, and this is likely to apply to everyone Indivisibility may 
be the most important reason for this but not the only one, for most 
people will be able to think of many divisible things they do not con¬ 
sume In general, when the commodity space is multi-dimensional 
one would therefore expect every consumer’s equilibrium point to be on 
a boundary or corner of the space. 

Finally, theie is the question whether the mere statement of the 
‘optimum’ conditions as being sufficient for achieving Pareto optima, 
rather than as necessary foi any ‘optimum’, represents a significant 
weakening of welfare economics—whether, in fact, it makes it less 
applicable At first sight it does weaken the theory Thus the non- 
fulfilment of the ‘optimum’ conditions m the real world cannot any longer 
be taken as proof that one is not at a Pareto optimum It could still be 
argued that putting the conditions into operation would ensure that one 
was at a Pareto optimum, and that it is better to be sure This might not, 
however, seem very compelling Therefore only disapproval of the pre¬ 
vailing distribution of wealth might be taken as a sufficient reason to 
make a change In theory, therefore, this modification would seem to 
weaken welfare economics but m practice it is very doubtful whether 
it does so This is because the practical choice is never between keeping 
to the status quo or putting all the ‘optimum’ conditions into operation 
and so ensuring a Pareto optimum In practice our choices are between 
‘sub-optimum’ positions, and the case for a change is m terms of the 
probable satisfaction of Scitovsky or Kaldor-Hicks criteria. 

All this is, however, of small importance. For the presence of only one 
consumer who has a unique rate of substitution equal to the relative 
prices of the two goods m question means that it remains a necessary 
condition for an ‘optimum’ that the rate of transformation should equal 
this rate of substitution Unless it is so, this particular consumer could 
be made better off without harming anyone else if the relative outputs 
of the two goods were slightly changed—and this could not have been 
achieved by any new deal of the same output of goods. The upshot 
therefore seems to be to accept the ‘optimum’ conditions as necessary, 
and at the same time to recognize that boundary maxima and kinked 
behaviour lines are likely to be almost universal 

* Professor Arrow (loc cit) cites an exception but it appears to be one which 
IS ruled out by our assumption that behaviour lines do not slope north-eastwards. 
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Direct versus Indirect Taxes^ 

The usual analysis of direct versus indiiect taxation (or subsidization) 
runs typically as follows ^ 

A single ‘economic man* who spends his income on two goods (one 
of which may be ‘money') is assumed In Fig. XXIis the equilibrium 
tax-free position When an income-tax equal to AB of X is imposed, 
IS reached. The same sum could be raised by an indirect tax on y, 
which would result in a position such as 02' Frorn the usual convexity 
assumption it follows that Q2 is worse than Q E D 

FIG XXI 



At first sight this result always looks like a conjuring trick There is 
no overt reference to marginal costs. Yet it is well known that nothing 
can be proved without some such reference.^ The covert reference is as 
follows for the proof to be valid the government must be able to buy 
the same collection of goods whether the individual is at position 0 ^ 
or at position This it can do only if Qi has the same slope as the 

^ This appendix is based on my article with the same title mE J ^ Sept 1951. 

^ Cf M F W Joseph, ‘The Excess Burden of Indirect Taxation’, RES,t 
June 1939, H P Wald, ‘The Classical Indictment of Indirect Taxation*, Q JE ^ 
Aug 194s, A M Henderson, ‘The Case for Indirect Taxation’, EJ^ Dec 
1948, A T Peacock and D Berry,‘A Note on the Theory of Income Redistribu¬ 
tion’, Economical Feb 1951 

^ Cf the original Frisch-Hotelling controversy— Econometnca^ i939> PP 145" 
60, m particular Professor Hotelling’s final note, pp. 158-60. 
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transformation curve of JV and Y (the curve showing the maximum 
amounts of X which could be produced given varying quantities of y, 
and fixed amounts of all other goods) From this it follows that the slope 
of BB‘ must equal the relative marginal costs of the two goods. Thus, 
in Fig XXI, relative marginal costs are assumed to be the same both at 
Qi and 01 


FIG xxir 



Although Fig. XXI IS drawn with reference to a single individual, 
it may be presumed that it is designed to illustrate the relative effects, 
on each of many individuals, of two different tax systems of equal 
monetary incidence. Therefore, a considerable shift of production must 
be allowed for. This being the case, the assumption that relative 
marginal costs are the same at both and 0^ is in conflict with the 
normal assumption used in this connexion, that of a diminishing 
marginal rate of transformation The analysis is excessively and un¬ 
necessarily partial in other ways The prices of goods, other than those 
represented, may change when the indirect tax is substituted for the 
direct When this is allowed for, it is even conceivable that any given 
individual would gain as a result of the change 

But none of this invalidates the usual conclusion (that the gamers 
could overcompensate the losers if direct taxes were substituted for 
indirect) given that the supply of labour is not a variable In Fig XXII 
the curve TQ^, 0 iT' is the transformation curve of X and F, given the 
quantities of all other goods, and also given the quantities of X and Y 
demanded by the government * At 0 ^ relative price is assumed equal to 

* The assumption that the government’s demands are absolute is made only 
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relative marginal cost (this is indicated by drawing m a ‘community 
indifference’ curve tangential to the transformation curve at But 
at 02 cannot hold, for Y has been, made more expensive relative to 
X, while it has become relatively less costly to produce (at the margin). 
Thus the fact that the position is not ‘optimum* follows simply from 
the divergence of relative prices and relative marginal costs No other 
proof is requiied or possible. But we shall show that the equalization 
of relative marginal costs and relative prices is not a sufficient condition 
for an improvement, even given that the distribution of wealth is not 
adversely affected, unless one makes the quite unwarranted and special 
assumption that the supply of labour is unaffected 

The contrary view has been put by A M Henderson, who argued 
that the fact that all marginal taxation is a tax on work (it can also be 
regarded as a subsidy on leisure, as far as substitution effects are con¬ 
cerned) does not destroy the case against indirect taxation,^ The argu¬ 
ment is that both indirect and direct taxes sin against the necessary 
‘optimum* condition that the rate of substitution of leisure for any other 
good must equal the rate of transformation between leisure and that 
good But, It is argued, indirect taxes also prevent the rates of sub¬ 
stitution between pairs of goods, excluding leisure, being equal to their 
respective rates of transformation Thus Henderson wrote* 

If a given revenue is required then the resources available to the con¬ 
sumer must be limited to the same extent by either method (i e direct 
or indirect taxation) But the method of indirect taxation has the further 
disadvantage of reducing the efficiency with which these resources arc 
used, and therefore imposes an added burden ® 

This argument is unsatisfactory because it assumes that the resources 
used are identical in both cases, as can be seen by the reference to *ihe 
resources available to the consumer*. In other words, it has to be 
assumed that the supply of labour is the same whether the taxation is 
direct or indirect. This amounts to saying that, for every individual, the 
cross-elasticity of demand for leisure with respect to all other prices is 
zero, 1 e leisure is not substitutable for any other good To all intents and 
purposes, the assumption that the amount of labour does not vary has 
crept into an argument designed to show that direct taxation is better 
than indirect taxation, even when the supply of labour is admitted as a 
variable This might not matter if it were really plausible to suppose 
that It would, under no conditions, vary much But this is not a plausible 
supposition 

Consider a perfectly competitive economy with three goods, one 

for Simplicity of exposition We could m principle treat the government as an 
‘economic man’ with a consistent set of utility curves 

* Loc cit 


* Loc cit , p 545 
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being leisure Designate leisure by Z and the other two goods by X and 
y Let S and T stand respectively for the marginal rate of substitution 
and the marginal rate of transformation We can now distinguish three 
cases as follows 

I Direct taxation Here we have 

5 = r for the pair (Z, 7), 

S ^ T for the pair (Z, Z), 

S ^ T (or the pair ( 7 , Z) 

II Indirect taxation on one good other than leisuie. Letting the 
taxed good be Z, we have 

Tfor the pair( 7 ,Z), 

S ^ T for the pair (Z, 7 ), 

S ^ T for the pair (Z, Z) 

III. Unequal indirect taxation on both goods other than leisure Here 
we have 

S ^ T iov all three pairs 

A comparison of Cases I and II makes it sufficiently obvious that no 
argument against indirect taxation can be perfectly general The two 
cases are quite symmetrical Unless special assumptions are made, what¬ 
ever can be said about one can be said about the other. But even if 
Case III IS considered to be what is normally meant by indirect taxation, 
nothing appears to follow 

Let us illustrate this In Fig XXIII ABC is the production surface 
after subtraction of the government’s fixed demands It is assumed that 
the government succeeds in manipulating the budget surface so that the 
community’s chosen point on that surface is also a point on the pro¬ 
duction surface ABC If the chosen point were above the surface the 
government would not be getting the goods it required, if below it 
would be getting more than it required 

The points 0 ^, £>21 Qz> !?4 are points on the surface AA\ 
BB\ and CC' are surface lines along which one of the three ‘optimum 
conditions is satisfied Thus at any point on the line CC\ the partial 
rate of substitution (leisure constant) of 7 for X equals the partial rate 
of transformation (leisure constant) These contract lines, if projected 
on to the planes ^OC, AOCj and AOB respectively, would be analogous 
to ordinary contract curves The point 0 o is the only point at which all 
the optimum conditions are satisfied Case I lands us on the line CC' 
between C and Case II lands us eithei on AA\ between A‘ and £□, 
or on BB\ betw^een B' and Qq Case III brings us to some point which 
lies on none of the contract lines Part of Fig XXII is embedded in 
Fig XXIII The plane surface TQ^QiTO' appears in both diagrams. 
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2^8 

The advocates of direct taxation or subsidization have to claim that 
every point on CC' is better than any other point on the production 
surface It is intuitively obvious that there is no reason whatever for 
claiming that points on the line CC are superior to those on the lines 
A A' and BB' The lesser claim might, however, be made that points 
on a contract line are superior to points not on a contract line 


FIG. XXIH 



What, then, can be said about the relative superiority of points such 
as 0o> 621 or 04^ First, Qq is 'superior’ to any other point 

because all the ‘optimum’ conditions are satisfied ^ In other words, a 
‘community-indifference’ surface is tangential to the production surface 
at 00) cannot lie below the production surface at any other point, 
Secondly, the ‘community-indifference’ surface appropriate to 0 ^ can¬ 
not he below the production surface in the neighbourhood of the point 
02 This IS because it is tangential to the line T'Q^ Q^T at Thirdly, 

* By saying one point is 'superior’ to another we mean that its 'community- 
indifference’ surface passes outside (farther from the origin than) the other point 
in the neighbourhood of that point, which implies that the potential losers by a 
move from the latter to the former would be unable profitably to bribe the poten¬ 
tial gamers to oppose the change Therefore no point x can be 'superior’ to any 
other chosen point y if the indifference surface of x is below the production sur¬ 
face in the neighbourhood of y. 
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it IS quite consistent, both that these two conditions should be fulfilled 
and that the same indifference surface should or should not he below 
the production surface in the neighbourhood of a point such as jjg* 
There therefore appears to be no reason whatever to support any claim 
that Qi must be ‘superior’ to A movement from to Qg would re¬ 
duce the amount of leisure But it is also conceivable, given suitable 
production and indifference surfaces, that the indifference surface of 
should he below the production surface in the neighbourhood of a 
point like 04, where the amount of leisure is increased The con¬ 
clusion IS that nothing whatever can be said about the ‘superiority* of 
direct taxation unless it is certain that the amount of leisure will not 
change 

We have seen that Professor Henderson based his argument on the 
contention that the supply of labour would be constant This means, m 
terms of Fig. XXIII, that it is presumed that a change from direct to in¬ 
direct taxes would always cause a movement from a point like to one 
like 02> leisure remaining constant Taken to its logical extreme, such a 
contention is highly paradoxical It implies that the amount of labour 
supplied IS a function only of the quantities of goods consumed by the 
government In the limit this implies that people would work as much 
even if income-tax was loo per cent of all incomes, consumption goods 
being supplied free* In general, it must be said that the ‘purely 
theoretical’ case against indirect taxation is non-existent 
We have seen that there is no general theoretical argument against 
indirect taxation. There is, on the other hand, quite a lot to be said in 
favour of it, apart from the paternal reason that people do not always 
know what is good for them It is a cheaper method of taxing the poorer 
classes, and it cannot be so easily evaded as income-tax Adjustments of 
indirect taxation can be made more rapidly than adjustments in direct 
taxation It is therefore useful in regulating effective demand In ab¬ 
normal times, as when it is desired to cause a shift in the propensity 
to consume, it is useful to have indirect taxation which can be rapidly 
increased or decreased If people take such shifts to be temporary, then 
the desired effect may be achieved. Again, in abnormal times, when 
shortages prevent output being adjusted until price is equal to marginal 
cost, indirect taxation (which then sms against no ‘optimum* conditions) 
may prevent some undesirable redistributional effects It may thus be 
used as an anti-profiteering weapon 

Taking everything into consideration, we can hardly complain if 
administrators have largely ignored ‘the case against indirect taxation*. 
This IS not to say that there may not sometimes, in particular cases, be 
a good case against indirect taxation A typical argument is ‘Why tax 
luxuries? It would be better to increase the progressiveness of income- 
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tax, and leave those who remain comparatively rich to direct production 
as they will ’ It is left to the reader to judge how strong this argument 
is, bearing in mind the above arguments and also the fact that some 
luxuries may give rise to external diseconomies Possibly, for some 
people, the validity of the argument would turn on this question of 
whether the particular luxury gave rise to external economies, or dis¬ 
economies, of consumption It should also be noted thatmdirecttaxation 
of luxuries shifts the real income of people with equal money incomes 
in favour of those who have larger families 
If any general statement can be risked, it is simply that the best taxes 
are those on goods for which the demand is least elastic The same holds 
true for subsidies Income-tax, which is analogous to a subsidy ot leisure 
IS not exceptional Only m so far as the demand for leisure is highly in¬ 
elastic IS It a good tax. The purely theoretical ‘case against indirect 
taxation’ is an illusion It is a particular case of a more general illusion 
that adjusting outputs until prices are equiproportional to marginal 
costs is sufficient for an improvement, or would be sufficient for an im¬ 
provement if the distribution of wealth were not adversely affected 
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